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Preface 


There is a diversity of opinion about what should be done about climate 
change, who should pay to mitigate its worst effects, and what role institu- 
tional investors should play in the process. This volume offers viewpoints 
from a variety of countries, stakeholders, and regulators, on how and when 
environmental, social, and governance (ESG) criteria should, and should 
not, drive pension fund investments. Part of the controversy is due to the fact 
that measures and models of ESG risk are often founded on poor and incon- 
sistent data. Additionally there are many kinds of risks facing us, including 
transition risk, or the degree to which a company is prepared for regulatory 
and market changes; physical risk, or the exposure of factories and other 
assets to floods and other climate change effects; disclosure risk, or how 
companies disclose risks to water and other resources that are necessary to 
their function but are not reflected on their balance sheet; liability risks 
due to potential lawsuits; and how firms disclose the risks of labor strife and 
customer or supply chain disruption. 

In what follows, we offer research on these and related matters to better 
inform institutional investors, money managers, governments, internation- 
al organizations, and pension plan participants to clarify what can and 
should be done. As such, the volume will be informative to researchers, 
plan sponsors, students, and policymakers seeking to enhance retirement 
plan offerings. 

In preparing this book, many people and institutions played key roles. 
Brett Hammond and Raimond Maurer were very helpful in identifying 
many of the authors who provided us with invaluable insights in the chapters 
that follow. We remain deeply grateful to our Advisory Board and Members 
of the Pension Research Council for their intellectual and research sup- 
port. Additional support was provided by the Pension Research Council, 
the Boettner Center for Pensions and Retirement Research, and the Ralph 
H. Blanchard Memorial Endowment at the Wharton School of the Univer- 
sity of Pennsylvania. We also are pleased to continue our association with 
Oxford University Press, which publishes our series on global retirement 
security. The manuscript was expertly prepared by Natalie Gerich Brabson 
and Sarah Kate Sanders. 

Our work at the Pension Research Council and the Boettner Center 
for Pensions and Retirement Security of the Wharton School of the Uni- 
versity of Pennsylvania has focused on aspects of pensions and retirement 
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well-being for almost 70 years. This volume contributes to our ongoing 
goal to generate useful research on, and engage debate around, policy for 
retirement security. 


Olivia S. Mitchell 

Executive Director, Pension Research Council 

Director, Boettner Center for Pensions and Retirement Research 
The Wharton School, University of Pennsylvania 
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Chapter 1 


Sustainable Investment in Retirement Funds 


Introduction 


Olivia S. Mitchell, P. Brett Hammond, and Raimond Maurer 


Since its green shoots first emerged around 50 years ago, acceptance of 
environmental, social, and governance (ESG) considerations in institution- 
al investing—especially in pension funds—has evolved with distinct shifts in 
investor preferences. This Pension Research Council volume traces these 
shifts and their implications, leading up to the present day. Our volume 
notes that investors have diverse reasons for devoting attention to ESG cri- 
teria when deciding where to invest their money. Some have had religious 
motives, such as Quakers who focus on values; this approach can offer some 
risk mitigation. Yet models that look at whether divestment actually changes 
behaviors of companies show that that rarely occurs. So, it is not always 
screening and divestment that bring about the changes that investors seek. 
Accordingly, this book offers a selection of distinct viewpoints from a variety 
of countries, on whether, how, and when ESG criteria should, and should 
not, drive pension fund investments. 


The Long View 


Economists tend to agree that ESG concerns may logically arise where there 
are market failures, often of the externalities type. Such externalities gener- 
ally arise because a firm will impose costs or benefits on third parties on 
individuals or society, other than the consumer or producer, and these 
occur when the externalities are not properly priced. For instance, an oil 
refinery producing pollution that poisons the local population or the sur 
rounding countryside creates a gap between the price that consumers pay 
for the refined oil, and the gain or loss to those injured by the pollution. 
Economics offers two general types of solutions for such problems: either 
the government can alter the costs and benefits of such production, or the 
government can change the fiduciary rules under which the producer oper- 
ates. In the case of pension investments, while a pension fund might wish 
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to invest in fossil fuel firms, it might not wish to impose the social losses on 
society. It is this tension that often drives debate over the pros and cons of 
ESG investment. 

In Chapter 2, P. Brett Hammond and Amy O’Brien (2023) point out 
that ESG principles have been shaped by numerous social movements, gov- 
ernments, and regulators, independent advocacy and service organizations, 
and asset owners and asset managers, notably pension funds. Their work 
outlines the origins of ESG to the pre-modern era, from the post-Industrial 
Revolution late nineteenth century to about 1970. That period was char- 
acterized by concentrated ownership of public companies in the US and 
elsewhere, the transformation of work and consumption, and little to no 
activism by small shareholders or pension funds on social or environmental 
issues. 

Governance concerns, however, were prominent in the pre-modern era. 
They included policies to limit monopolies and ownership of companies 
by banks and families, antitrust regulation, the emergence of uniform 
accounting, reporting, and disclosure rules, and the advent of a two-tiered 
board structure where supervisory boards retain control and management 
boards execute company strategies. Other features of the pre-modern era 
included regulation of working conditions and hours, food quality, and the 
beginnings of an environmental movement. 

The modern era for ESG began around 1970, yet governance policies 
and practices varied across countries, as did social and environmental con- 
cerns, note the authors. For instance, in the US, company management was 
dominant, whereas family and/or bank control persisted in some European 
countries, and cross-holdings and bank influence were common in Japan. 
On social issues, the US and the UK saw debates over employment prac- 
tices and the declining influence of unions. The US was ahead of others in 
tackling environmental challenges, with the birth of the US Environmental 
Protection Agency coinciding with the dawn of ESG’s modern era. 

Early on, the debate was over whether institutional investors should have 
separate portfolios for E, S, and G, versus a single common portfolio for all 
three; over time, there has been a growing recognition that true integra- 
tion will likely work better. Hammond and O’Brien point to clear evidence 
of ‘convergence,’ which refers to a shift in thinking about environmental, 
social, and governance concerns such that they are now treated jointly. ‘Inte- 
gration’ refers to the notion that investors need not consider E, S, and G 
factors separately from other decisions they make regarding their portfolios. 
For instance, some firms may currently underperform on ESG measures 
yet are likely to get better in the future. In addition, investors with well- 
integrated portfolios will need to balance and consider multiple dimensions 
of assets at once. Moreover, it is possible that higher ESG returns have arisen 
in certain sectors due to government support for ESG investments, as in the 
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case of government subsidies for solar and wind power. Accordingly, the 
regulatory environment must be kept very much in mind when predicting 
the future of ESG performance. 


Roles of the United Nations and Universal 
Owners 


Notable among the substantial shifts in the ESG evolutionary process were 
the first wave of government mandates and governance attributes, bringing 
an early focus on environmental and social issues, and catalyzing actions by 
the United Nations. In 2006, the UN helped frame the Principles of Respon- 
sible Investing, integrating a global network of investors (UNPRI). In 2016, 
it articulated its Sustainable Development Goals, which continue to inform 
much of ESG investment approaches. These were in addition to the UN’s cli- 
mate change conferences, goading signatory countries to implement laws to 
combat greenhouse gas emissions. As Hammond and O’Brien note, the UN 
has been extremely influential in the development of ESG principles. For 
instance, UNPRI adopted the theme of building a bridge between financial 
risk and real-world outcomes for 2021-2024. 

These moves advanced awareness of ESG among corporations and regu- 
lators, but important shifts in ESG investing occurred only after institutions 
with substantial asset pools, such as pension funds, and other universal own- 
ers exerted their influence. A ‘universal owner’ is defined as a pension fund 
or a large institutional investor, such as BlackRock, which invests long-term 
in widely diversified holdings throughout the global economy. Universal 
owners must deal with, or are incentivized to deal with, externalities such 
as the environmental and social effects of the companies in which they 
invest. Moreover, governance systems can help those companies address 
their externalities. As of 2020, US pension funds managed US$6.2 trillion 
of total assets incorporating ESG principles. 

In addition to the rise of the concept of universal ownership over the 
last few decades, drivers of ESG investing include economic transformation 
going back to the Industrial Revolution, the increased focus on stakeholder 
interests, and improved data and analytics that help capture the outcomes. 


How ESG Developed Globally 


ESG investing has developed differently across countries and much depends 
on national asset ownership patterns and legal frameworks. Pension funds’ 
and other institutions’ interests and approaches have evolved over time. A 
brief summary of developments is as follows: 


1970s: The concept of ‘ESG as a principle’ took hold as investors aligned 
around key social concerns such as apartheid in South Africa and the Vietnam 
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War. As well, pioneering institutions emerged in this decade, such as the Inter- 
faith Center on Corporate Responsibility (ICCR), which broke new ground 
with shareholder advocacy among faith-based institutions to press companies 
on ESG issues. 


1980s: This decade saw the articulation of ‘ESG as a product,’ with the for- 
mation of dedicated industry networks such as The Forum for Sustainable 
and Responsible Investment (US SIF) and increased emphasis on corporate 
governance and the environment. 


1990s: The idea of ‘responsible investing as a product’ took shape in this 
decade, with the development of social indices to track ESG and Socially 
Responsible Investing (SRI) funds. 


2000s: In this decade, ‘ESG as a process’ took hold, with investor convergence 
on climate issues and the formation of global investor networks such as the 
UNPRI and the Global Impact Investing Network (GIIN). 


2010s: The concept of ‘ESG as an outcome’ gained ground as responsible 
investing approaches expanded across asset classes, and ESG data and report- 
ing practices saw refinements. The adoption in 2016 of the UN’s 17 Sustainable 
Development Goals was another key catalyst. In December of 2019, the Euro- 
pean Commission adopted a series of policy measures (called the ‘green deal’) 
in an effort to stipulate a green (climate neutral) transition of the European 
economy by 2050. These measures included various regulatory interventions 
imposed on the financial sector, aiming to reallocate capital from ‘dirty’ to 
‘green’ activities. The core of the regulatory interventions is transparency, 
so investors can more readily identify green financial instruments. Following 
Steuer and Troger (2021), they can be categorized into (1) disclosure require- 
ments for raw data on climate impact (e.g. carbon emissions) by issuers of debt 
and equity instruments, and (2) unified green quality labels (taxonomies) of 
large-asset portfolios managed by institutional investors (such as mutual funds, 
insurance companies, pension funds) on behalf of third parties. 


2020s: This decade saw the evolution of ‘ESG as a system,’ with many insti- 
tutional investors going ‘all ESG.’ This grew out of an increased sense of 
urgency worldwide on climate issues. Companies that indulged in ‘greenwash- 
ing’ or faking environmental friendliness in their products also began receiving 
increased scrutiny. 


In the process, countries where institutional owners such as pensions have 
played a dominant role include the US, the UK, Canada, and the Nether 
lands. A close second in terms of influence on ESG investing are those with 
relatively less institutional ownership, such as France, Germany, Japan, and 
Sweden. That influence has been less in countries where the public sector 
is the dominant asset owner, such as China and Hong Kong. Institution- 
al ownership is also relatively lighter in Malaysia, Russia, and Saudi Arabia. 
A combination of private corporations and strategic individuals dominates 
asset ownership in other nations including Argentina, Brazil, Chile, India, 
Indonesia, Pakistan, and Turkey. Private ownership is particularly strong in 
Mexico. 
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ESG to What End? 


Amidst the trend toward convergence and integration, a fundamental 
debate has centered on the question of ‘ESG to what end?’ Some argue that 
it enhances investment performance; others that it adds alpha potential; 
and still others argue that it can mitigate portfolio risk. In fact, this ongoing 
debate is helping to clarify who gets to decide about ESG investing, partic- 
ularly when it comes to ESG performance and the role of the regulatory 
regimes. In the case of pension funds, ESG has been viewed through the 
business case lens, even when it is more difficult to make a business case 
for it. As a result, some institutional investors have struggled to find the 
proper balance between social responsibility and the fiduciary duty to act to 
maximize return on behalf of their participants (Tapiria 2021). 

Moreover, institutional investors such as pension funds face the central 
question of ‘values versus value’ in virtually every investment decision they 
make. That is because they have a fiduciary responsibility to protect the 
financial interests of their members, who depend on them to secure their 
retirement nest eggs. Therefore, all investment decisions must clear the 
test of financial prudence, including environmental and social factors, in 
guiding those decisions. 

Recent pivotal moves by some of the world’s largest pension funds to 
advance the case of ESG investing are discussed in Chapter 3 by Stéphanie 
Lachance and Judith Stroehle (2023). For instance, in March 2020, the 
California State Teachers’ Retirement System (CalSTRS), the Japanese Gov- 
ernment Pension Investment Fund (GPIF), and the largest UK pension 
fund—the Universities Superannuation Scheme (USS)—publicly pledged 
that they would integrate ESG factors into their investment decisions. 
Six months later, a similar pledge was made by the CEOs of the eight largest 
Canadian pension funds—the so-called ‘Maple 8.’ A related move came in 
December of 2020 from the New York State Common Retirement Fund, 
when it set 2040 as its goal to transition its portfolio to net zero greenhouse 
gas emissions. 

A related point regarding how to measure the inputs and impacts of ESG 
is taken up in Chapter 4 by Linda-Eling Lee’s (2023) research. Unfortunate- 
ly, there remains a widespread lack of understanding about, and confidence 
in, how ESG concepts are measured, when such concepts are material, and 
how to work with ESG data in the investment process when the available data 
are very different from traditional financial data. In the pension context, 
Lee notes that data quality issues remain a challenge, along with problems 
that arise when comparing ratings and capturing different ESG objectives. 
Nevertheless, as more investors examine the track records and as the track 
records capture more funds, investors will become better able to analyze 
what is and is not performing well. Nevertheless, there remains concern 
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about why the ESG data often disagree, and why ratings differ so much, one 
from the other. There has also been a sea-change in how the data are used, 
rotating away from a reliance on third-party ratings, toward firms reaching 
out for raw data and building their own models and assumptions. More- 
over, Lee argues that ESG investments are likely to outperform in all sorts 
of market cycles and environments due to their long-term horizons. She also 
points out that, analytically, it is possible to conduct attribution analysis on 
ESG funds. 

Making this a more complex task is recent work by Berg et al. (2019), 
who caution that the average correlation of scores from different ESG 
raters varies from 40 percent to 70 percent; this can create complications 
in constructing a portfolio. This ongoing research seeks to quantify the 
noise and clean it up by underweighting the ‘noisier’ ratings agencies and 
overweighting the agencies with less noise. 


Finding a Balance 


Drawing on existing literature, several interviews, and an in-depth study of 
PSP Investment, Lachance and Stroehle demonstrate the role of histori- 
cal, organizational, and contextual factors, and identify five pension fund 
characteristics that have an important impact on the funds’ ability to inte- 
grate ESG. These include the historical origins of funds and the extent 
of embedded regulatory authority; their mandate and legal structure; the 
importance of corporate governance and leadership at the funds; their 
investment strategies and asset mix; and the funds’ ability to engage in 
collaborative and advocacy activities. 

In addition, pension funds must follow national regulation guiding the 
mandates and legal structures covering retirement plans. In particular, 
these mandates and legal structures form the basis for the corporate gov- 
ernance standards advocated by pension funds, as well as the freedom to 
decide whether and how to implement environmental, social, and gover- 
nance considerations. Pension funds therefore determine their investment 
strategies and asset mixes that can include ESG principles through engage- 
ment and stewardship. Collaboration and advocacy are the tools they use, by 
taking public stands around environmental and social issues, and by work- 
ing with other funds, as in collaborative engagements such as the Climate 
Action 100+. Launched in 2017, Climate Action 100+ is now backed by more 
than 545 investors with over US$52 trillion in assets under management, 
including 145 North American investors. 

There are also factors enabling and inhibiting ESG investments in pen- 
sions, reflecting the practical and real-life challenges that pension funds 
face. For instance, the ESG climate in the UK and Canada has been judged 
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as more favorable than in the US, particularly because the Employee Retire- 
ment Income Security Act (ERISA) requires pension fiduciaries to act in 
the participants’ best interests. Nevertheless, and particularly in Europe, 
‘success’ in the ESG arena has recently expanded to engaging with compa- 
nies, rather than simply buying and selling companies with good ESG track 
records. As a result, there is currently far more ongoing activism in the EU, 
where investors are focused on changing outcomes beyond the financial 
ones. 

Additional challenges to ESG investments include differences of opinion 
and lack of information in processes and methods not traditionally reported 
under Generally Accepted Accounting Principles (GAAP). Under tradition- 
al moral, ethical, or other screening bases, investors searching for utility 
would tend to sell investments that do not meet their criteria. But once they 
eliminate an asset, they must replace it with another. In Chapter 5, Chris 
Geczy and John Guerard (2023) note that this is complicated in the US by 
the need to satisfy fiduciary responsibilities despite a lack of clear and con- 
sistent guidance from the US Department of Labor and other regulatory 
authorities. 

The authors examine various methodologies, attitudes, and understand- 
ings about what ESG is and when it could enhance pension investment 
performance. Their empirical analysis shows that firms with high envi- 
ronmental scores do provide excess returns over those with low scores 
unconditionally, but also conditional on expected return from additional 
models including a variety of factor controls. Accordingly, they conclude 
that pension trustees, consultants, and money managers should combine 
information from both expected return models and ESG criteria as these 
could enhance their equity portfolio construction efforts. Alternatively, if 
fiduciaries focus on risk and return considerations alone when selecting 
investments, the authors suggest that incorporating non-GAAP information 
via earnings, price momentum, and ESG characteristics, along with a collec- 
tion of weighted value measures, may collectively and individually add value 
rather than impose a constraint on the investment universe. Nevertheless, 
they have no firm conclusions, as yet, regarding whether portfolios formed 
from only high scoring ESG firms maximize Sharpe ratios. 

Further analysis of the impact of ESG for pension investments in Chap- 
ter 6 by Zacharias Sautner and Laura Starks (2023) notes that pension 
plans’ long horizons render them particularly vulnerable to many long- 
lived ESG risks. The authors warn that the potential consequences of being 
underfunded, especially in the case of defined-benefit pensions, leave the 
funds particularly vulnerable to ESG-related downside risks. ESG-induced 
risks include reputational risk, when a firm has poor environmental prac- 
tices; human capital-related risks, such as how firms treat their workers; 
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litigation risk, such as due to pollution or wildfires; regulatory risk, includ- 
ing governmentrequired disclosures; corruption risk; and climate risk, 
including physical risk, technological risk, and the risk of stranded assets, 
among others. Their chapter underscores the need to develop process- 
es to identify, measure, and manage those risks more carefully, if pen- 
sion funds are to remain sustainable. Their analysis demonstrates that, in 
many cases, investors prefer to deploy risk management and engagement 
strategies, rather than divestment, to address the climate risk in their port- 
folios. A recent quantitative analysis of ESG divestitures by Berk and van 
Binsbergen (2022: 1) similarly concludes that ‘socially conscious investors 
should invest and exercise their rights of control to change corporate 
policy.’ 

The need to engage with multiple stakeholders, along with the growing 
need to examine investment impacts and systems-level engagement, are 
altering how global pension funds behave, according to Luba Nikulina 
(2023) in Chapter 7. She proposes that the key is culture, looking beyond 
immediate returns and focusing on long-term impact universal ownership: 
by this, she means that when pension participants own a slice of the sys- 
tem, they must be responsible to the system. Of course, this will require 
a transformation in the way pension funds are managed, with strength- 
ened governance and system-wide collaboration. Moreover, Nikulina noted 
that individual pension funds, particularly of the defined-benefit variety, 
face different opportunities and constraints, yet as institutional investors, 
they tend to have very long time horizons. They are expected to deliver 
returns over many decades, and perhaps over an infinite horizon. Accord- 
ingly, their required returns need to encourage engagement with systemic 
risks and challenges beyond specific considerations of their own current 
portfolios. 

At the same time, Nikulina cautions that science still needs to determine 
the cost of not investing over a longer horizon, and how dynamics— 
including a changing legal framework—may be factored in. Ultimately, she 
concludes that pension funds will become more engaged in the ESG arena, 
but investment organizations will first need to strengthen their governance 
structures, do a better job measuring inputs and outputs, and institute 
system-wide collaboration and innovation. 


How ESG Is Changing Pension Governance, 
Engagement, and Reporting 


In Chapter 8, a topic of keen interest to Rob Bauer and Paul M.A. 
Smeets (2023) is what drives the sustainable investment agenda and 
whether beneficiaries of pension plans should have a voice in their pen- 
sion plan’s investment choices. Noting the difference between the US 
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approach to this—leaning toward hard law and sometimes-conflicting DOL 
regulations—and the European approach—more driven by social norms, 
they suggest that the answer depends on a fund’s legal and societal con- 
texts, benchmarking pressure, and fund-specific factors such as the fund’s 
size and the board’s composition. While beneficiaries generally are not part 
of the debate over sustainable investments, the chapter reviews the experi- 
ences of a large Dutch pension plan that did so, and summarizes the lessons 
learned. 

In particular, the authors discuss how this occurred at Pensioenfonds 
Detailhandel (PD), the Dutch defined-benefit pension fund for retail sector 
employees. A majority of participants voted in favor of extending and inten- 
sifying the voting and engagement program and approved the sustainable 
development goals proposed by the board. Importantly, the majority sup- 
port for sustainable investments was not undermined by the 2019 COVID-19 
pandemic. Additionally, Bauer and Smeets argue that a better understand- 
ing of the beliefs and preferences of the clients of financial services can help 
bring back confidence in the financial sector and enhance customer loyalty. 

While many agree that participants deserve a voice in their pension fund 
investments, no one yet knows whether a simple majority rule is the right 
approach. Moreover, given financial illiteracy, many participants may not 
understand the tradeoffs, and individual investor goals may be mutually 
exclusive. Of course, when two investments have the same financial return, 
but one has positive ESG externalities, the evaluation process can be easi- 
er; even so, however, people may disagree on how to compare nonfinancial 
attributes. A related point is that one might think of investing in two dif- 
ferent types of technologies, each of which would improve environmental 
outcomes. For instance, one might wish to hold fossil fuels in her portfolio 
while the other would not, in the hopes of engaging the potentially pollut- 
ing firms. Ultimately it might be unclear whether and when to walk away 
from the first technology. 

A comparative study in Chapter 9 by Nathan Fabian, Mikael Homanen, 
Nikolaj Pedersen, and Morgan Slebos (2023) focuses on policy frameworks 
and important structural variables relative to private retirement systems in 
Australia, the UK, and the US. The authors believe that investment organi- 
zations, as either corporations or custodians of long-term value, do have 
international and national social obligations and commitments to social 
outcomes, under both human rights laws and employment regulations. 
For organizations within these systems, enumerated by OECD guidelines 
for multinational enterprises, the view is that there is a clear regime or 
framework indicating financial institutions’ responsibilities. 

By analyzing reports, interviewing experts, and using data from the 
Principles of Responsible Investment, as well as national pension and retire- 
ment authorities, the research identifies three key structural challenges to 
national retirement systems. These include market fragmentation, which 
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tends to undermine the responsible investment support and activities 
among retirement plans; the increasing importance of fund managers and 
investment consultants, along with their limited sustainable investment 
incentives; and the growth and lack of a sustainability emphasis in personal 
pension systems. At present, they argue that retirement plans are less like- 
ly to consider responsible investment practices, while commercial service 
providers lack incentives to deviate from the ‘norm.’ 

The authors also suggest that policymakers should consider fund 
consolidation in private sector retirement systems, along with whether 
service-provider incentives could be better aligned with sustainability incen- 
tives. For instance, policymakers could boost transparency in these markets, 
helping generate better-informed policies, while providing beneficiaries 
with information relevant to their savings choices. It remains an open ques- 
tion as to whether beneficiary sustainability interests are truly being met 
and serviced. For instance, regarding the lack of ESG investment options 
in defined-contribution (DC) personal pension plans, consideration of cli- 
mate change could be made mandatory in view of evidence that investments 
may be affected by changes in market pricing, regulations, technology, and 
customer preferences over the medium term and over the life of most DC 
funds. Yet it is more difficult to do so if no agent in the financial value chain 
is ultimately responsible for the long-term interests of the beneficiary or 
client. 

In Chapter 10, Anita Margrethe Halvorssen (2023) addresses the issue 
of ESG and alternative asset investing in the context of Norway’s Sovereign 
Wealth Fund, giving as an example the Fund’s 50 percent stake recently 
taken in Danish energy firm @rsted’s offshore windfarm in the Nether- 
lands. Although the Fund is not involved in managing the real estate, she 
suggests that ESG integration is a necessity, considering the frequency of 
global extreme weather events. She believes that ESG disclosure will even- 
tually be required in financial statements and, as that occurs, investors will 
become increasingly active rather than reactive. As a result, selecting the 
right investments will probably be somewhat easier than altering non-ESG 
firms’ behavior in the future. 


Looking Ahead 


While some people may still believe that the ESG concept remains limited to 
the old concept of ‘socially responsible investing,’ this volume clearly shows 
that ESG-related thinking and investment have evolved to focus on several 
new components. Included among these are multiple risks, including tran- 
sition risk, or the degree to which a company is prepared for regulatory and 
market changes; physical risk, or the exposure of factories and other assets 
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to floods and other climate change effects; disclosure risk, or how compa- 
nies disclose risks to water and other resources that are necessary to their 
function but are not reflected on their balance sheet; liability risks due to 
potential lawsuits; and how they disclose the risks of labor strife and cus- 
tomer or supply chain disruption. Some investment managers, consultants, 
and pension fund trustees may be wary of ESG investing due to a lack of con- 
sistent guidance from regulatory agencies, but in many nations, institutional 
investors are increasingly moving ahead in a very thoughtful way. 

This volume also discusses a range of challenges facing the ESG move- 
ment, particularly in the context of pension funds. Data with which investors 
can learn about such risks are not yet commonly available across firms, sec- 
tors, or nations. Perhaps eventually there may be a single global standard, 
though stakeholders could still differ in their views of its applicability and 
the weights placed on each key element. For instance, the Sustainability 
Accounting Standards Board (SASB) criteria focus on materiality, while the 
Global Reporting Initiative (GRI) takes a much broader purview. Further 
movement in the ESG direction is likely to wait until US pension fiducia- 
ries receive more guidance from their investment advisers and investment 
managers; in turn, the latter will await clearer guidance from the US Depart- 
ment of Labor and settled case law. In the Australian and New Zealand DC 
pension systems, institutional investors have devoted increasing attention 
to, and active engagement in, pushing an energy transition from fossil fuels 
(Klijn 2020). 

Moreover, models of ESG performance differ from one consultant or 
provider to another and, sometimes, firms that advertise themselves as ESG- 
friendly or ‘carbon free’ are actually priced identically to those that do not 
(Larcker and Watts 2020). An additional challenge to pension funds con- 
templating ESG assets is that large institutional investors may have difficulty 
getting into new ESG products. This is because they tend not to be able 
to invest in allotments of under US$100 million, while many ESG oppor- 
tunities are small, early-stage opportunities. Relatedly, many institutional 
investors are often prohibited from owning over half of any given firm’s 
investment, nor can the allocation exceed 10 percent of the pension fund’s 
assets. Some hedge funds and private equity are working to make this more 
feasible, using fund-to-fund models dedicated to getting money to small- 
er managers and companies. Consultants are also finding ways for large 
institutions to allocate assets to smaller opportunities and smaller investors. 
Nevertheless, the ‘silver bullet’ has not yet been found. 

A final consideration is that there remains controversy about what to do 
about climate change, and who should pay to mitigate its worst effects. The 
Stern Report (2007: xii) on the economics of climate change argued that 
‘the scientific evidence that climate change is a serious and urgent issue is 
now compelling,’ and that the study, along with many others, helped drive 
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international efforts to pursue the goal of keeping global temperatures from 
rising. But while the 2021 UN Climate Change Conference brought togeth- 
er almost 200 nations, who negotiated the Glasgow Climate Pact, several 
important nations, including the US, India, and China, refused to sign the 
agreement. Moreover, the conflict in Eastern Europe has confirmed the 
challenge of reducing nations’ reliance on fossil fuels, along with the con- 
troversy over whether nuclear and natural gas should be labeled as ‘green’ 
(Abnett 2022). Consequently, the debate remains far from settled. 

Further research on these and related matters is a top priority for 
institutional investors, money managers, governments, and international 
organizations to strive to clarify what can and should be done. In partic- 
ular, little is known as yet about the ways in which pension funds develop 
and document their ESG policy and practice, how they determine their fidu- 
ciary responsibilities regarding ESG, how they comply with their reporting 
requirements, how they report their ESG practices and results to stake- 
holders, and when they can and should use divestment versus engagement, 
relative to investment opportunities. Much remains to be done. 


References 


Abnett, L. (2022). ‘Lawmaker Group Asks EU to Withdraw Green Investment 
Label for Gas,’ Reuters. https://www.yahoo.com/now/lawmaker-group-asks-eu- 
withdraw-111059059.html?guccounter=1 &guce_referrer=aHROcHM6Ly93d3cu 
YmluZy5jb20véguce_referrer_sig=-AQAAACTXejW_fMibnnDpVwu5bNOvZ19Q 
7|psIbSpclsG7RARNrEmTSHIQme2gBcGhbp4sWMH92fs2wsmFKcymboQ5qw 
GlYaNRIVmnJZ4sBgKETdMS_qY8c05280v-v8RwPrZ61fSUdb-WqTGahWR59C_ 
gYgn_NPHNYVDkhMARhLWVNS3I 

Bauer, R. and P.M.A. Smeets (2023). ‘Eliciting Pension Beneficiaries’ Sustainability 
Preferences: Why and How?’ In P.B. Hammond, R. Maurer, and O.S. Mitchell, 
eds., Pension Funds and Sustainable Investment: Challenges and Opportunities. Oxford: 
Oxford University Press, pp. 173-198. 

Berg, F., J. Kolbel, and R. Rigobon. (2019). ‘Aggregate Confusion: The Divergence 
of ESG Ratings,’ SSRN Working Paper. https://papers.ssrn.com/sol3/ papers. 
cfmPabstract_id=3438533. 

Berk, J.B. and J.H. van Binsbergen. (2022). “The Impact of Impact Investing,’ Law & 
Economics Center at George Mason University Scalia Law School Research Paper 
Series, 22-008. 

Fabian, N., M. Homanen, N. Pedersen, and M. Slebos (2023). ‘Private Retire- 
ment Systems and Sustainability: Insights from Australia, the UK, and the US.’ 
In P.B. Hammond, R. Maurer, and O.S. Mitchell, eds., Pension Funds and Sus- 
tainable Investment: Challenges and Opportunities. Oxford: Oxford University Press, 
pp. 199-219. 

Geczy, C.C. and J.B. Guerard, Jr. (2023). ‘ESG and Expected Returns on Equi- 
ties: The Case of Environmental Ratings.’ In P.B. Hammond, R. Maurer, and 


Sustainable Investment in Retirement Funds 13 


O.S. Mitchell, eds., Pension Funds and Sustainable Investment: Challenges and Oppor- 
tunities. Oxford: Oxford University Press, pp. 105-136. 

Halvorssen, A.M. (2023). ‘How the Norwegian SWF Balances Ethics, ESG Risks, and 
Returns.’ In P.B. Hammond, R. Maurer, and O.S. Mitchell, eds., Pension Funds 
and Sustainable Investment: Challenges and Opportunities. Oxford: Oxford University 
Press, pp. 220-234. 

Hammond, P.B. and A. O’Brien (2023). ‘Pensions and ESG: An Institutional and 
Historical Perspective.’ In P.B. Hammond, R. Maurer, and O.S. Mitchell, eds., 
Pension Funds and Sustainable Investment: Challenges and Opportunities. Oxford: 
Oxford University Press, pp. 17-57. 

Klijn, W. (2020). ‘A Guide to ESG in Australasia,’ Investment Innovation Institute 
(i3-invest.com). 

Lachance, S. and J. Stroehle (2023). “The Origins of ESG in Pensions: Strategies and 
Outcomes.’ In P.B. Hammond, R. Maurer, and O.S. Mitchell, eds., Pension Funds 
and Sustainable Investment: Challenges and Opportunities. Oxford: Oxford University 
Press, pp. 58-81. 

Larcker, D.F. and E. Watts. (2020). ‘Where’s the Greenium?’ Journal of Account- 
ing and Economics, 69 (2): np. https://www.sciencedirect.com/journal/journal-of- 
accounting-and-economics/Vvol/69/issue/2. 

Lee, L.-E. (2023). ‘ESG Investing: Financial Materiality and Social Objectives.’ In 
P.B. Hammond, R. Maurer, and O.S. Mitchell, eds., Pension Funds and Sustain- 
able Investment: Challenges and Opportunities. Oxford: Oxford University Press, 
pp. 82-101. 

Nikulina, L. (2023). ‘Global Pensions and ESG: Is There a Better Way?’ In P.B. Ham- 
mond, R. Maurer, and O.S. Mitchell, eds., Pension Funds and Sustainable Investment: 
Challenges and Opportunities. Oxford: Oxford University Press, pp. 157-169. 

Sautner, Z. and L. Starks (2023). ‘ESG and Downside Risks: Implications for Pen- 
sion Funds.’ In P.B. Hammond, R. Maurer, and O.S. Mitchell, eds., Pension Funds 
and Sustainable Investment: Challenges and Opportunities. Oxford: Oxford University 
Press, pp. 137-156. 

Stern, N. (2007). The Economics of Climate Change: The Stern Review. Cambridge: 
Cambridge University Press. 

Steuer, S. and T.H. Troger (2021). “The Role of Disclosure in Green 
Finance,’ SAFE Working Paper No. 320. https://papers.ssrn.com/sol3/papers. 
cfm?abstract_id=3908617. 

Tapiria, H. (2021). “The World May Be Better Off without ESG Investing,’ Stanford 
Social Innovation Review, July 14. https://ssir.org/articles/entry/the_world_may_ 
be_better_off_without_esg_investing. 


Part I 


Defining and Measuring Sustainable 
Objectives and Outcomes 


Chapter 2 


Pensions and ESG 


An Institutional and Historical Perspective 


P. Brett Hammond and Amy O’Brien 


Whether labeled sustainable, responsible, or ESG investing, sustainable 
investing is growing into its moment, with pensions and other institutional 
investors playing important roles. Although once quite separate, environ- 
mental, social, and governance (ESG) concerns are converging, as pensions 
and other investors increasingly treat these strands as three parts of a 
whole. In addition, sustainability considerations are also being increasingly 
integrated into institutions’ overall investment processes. 

In our view, convergence and integration are becoming irreversible 
trends, as pensions and institutional investors around the world expand 
their sustainable investing capabilities or require their managers to do so. 
Several suggestive indicators include the following: 


e In 2006, 63 asset owners, managers, and service providers around the 

world, representing about US$6.5 trillion, signed on to the UN’s first 

Principles of Responsible Investment (PRI). In 2021, the UN PRI had 

over 4,000 signatories, of which over 300 are asset owners or managers 

representing about US$100 trillion (UN PRI 2021a). 

In 1995, US institutions managed about US$2 billion using a variety of E, 

S, and G criteria, whereas by 2020, ESG AUM (assets under management) 

in the US had grown to over US$17 trillion, a compound annual growth 

rate of about 14 percent (US SIF 2020). 

e Japan’s Government Pension Investment Fund (GPIF), with over US$1.5 
trillion AUM, is now requiring its fund managers to integrate environ- 
mental and social concerns into security selection (GPIF 2020). 

e The European Union has been engaged in a multiyear program to 
increase ESG disclosure by public companies, and to require institution- 
al investors to incorporate sustainable investing principles and practices 
into their investment programs (EC 2018b). 
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e Australian superannuation schemes are increasingly supporting ESG 
shareholder proposals and emphasizing their commitment to sustainable 
investing in response to regulatory and participant pressure in response 
to the debate about fossil fuel investing and several corporate fiascos 
(Roddan 2021). 

e In the US, CalPERS, the California public employee-defined benefit 
plan, has long been a leader in ESG convergence and integration; and 
TIAA, an early innovator among defined-contribution plans, with sepa- 
rate social choice funds and a strong governance program, is considering 
how to bring sustainable investing criteria to bear on its entire investment 
portfolio. 

e Among global asset managers, BlackRock announced in 2020 that it is in 
the process of reorienting its entire US$7 billion plus investment port- 
folio to incorporate sustainable investment criteria, while Capital Group 
has integrated ESG-based securities analysis into its investments. Many 
other asset managers either preceded those actions or are following suit 
(Williamson 2020). 


Four Forces Driving Convergence 
and Integration 


In this section, we identify four forces behind these trends toward conver- 
gence and integration in sustainable investing. 


Economic transformation, movements, 

and organizations 

Social movements and government programs intended to ameliorate the 
worst of the effects of industrialization are well-known and long recognized. 
In the last few decades, reemergence of wealth and income inequality, 
increasing industrial concentration and globalization, identification of cli- 
mate change, and other environmental and social effects have stimulated 
regional and global movements and independent organizations to advo- 
cate and pressure government regulators and companies into addressing 
the negative consequences. 


Information and analysis 


Better data and research on environmental and social issues, including 
increased disclosure by companies, have enabled governments, indepen- 
dent organizations, and shareholders to understand the case for companies 
to act on ESG considerations. This has also enabled the creation of multiple 
measurement systems for evaluating companies according to ESG criteria. 
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Institutional ownership 


Pension and mutual fund ownership of public securities grew several-fold 
over the last few decades, so that by 2020, pensions accounted for over 60 
percent of the US$20 trillion in assets among the world’s top 100 asset own- 
ers (Hall et al. 2020). Sovereign wealth funds accounted for most of the 
rest. Recognizing the growing size of institutional holdings, pension par- 
ticipants, mutual fund investors, and governments began increasingly to 
pressure those institutions to engage with the companies they own. 


Stakeholder, rather than simply shareholder orientation 


While the legitimacy of a stakeholder view of corporate responsibility varies 
by country and region, wider acceptance of a broad definition of stakehold- 
ers to include all of those affected by company actions has been growing. 
This is true both in the US, where, by the late twentieth century, a narrow 
shareholder view dominated, and in Europe, where employees in many EU 
countries have long been recognized as legitimate stakeholders. 

These forces have contributed to a more comprehensive approach by 
institutions to ESG investing across the developed world and, in turn, to 
changes in the way many companies behave and report. Yet complete con- 
vergence and full integration into the investment process by pensions and 
other investors remains incomplete, given numerous environmental, social, 
and governance considerations. 


Current ESG Challenges for Pensions 


If the trend toward convergence and integration is to continue, it will 
depend on several challenges that are actively being addressed and debated. 


Goals and objectives 


There has been a sea change regarding two basic issues: pensions’ fidu- 
ciary responsibility with respect to sustainability versus investment returns, 
and companies’ responsibility to shareholders versus broader stakeholders. 
However, neither issue has, as yet, been fully resolved. 


Analytics 


As other chapters in this volume illustrate, there is far from universal agree- 
ment on how to define environmental, social, and governance factors. This 
is important both for what companies disclose regarding their activities 
along ESG dimensions, as well as practices for and impacts on investment 
analysis of companies. A variety of disclosure standards and measurement 
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systems has been developed over the past several decades, yet there remains 
disagreement on what factors to consider, how to define those factors 
precisely, and what weight should be given to each factor. 


The investment toolbox 


Investors are developing their own preferred mix of ESG investment tools 
or approaches, including negative screening to exclude certain companies, 
industries, or countries; positive screening to include companies, or both. 
Additionally, many pension managers seek to identify best-in-class investing 
within industries; impact investing to further specific ESG goals; engage- 
ment and voting on ESG matters; and integration of ESG factors into the 
securities analysis and portfolio construction process. The fastest growing of 
all approaches is ESG integration into the investment process (EC 2020e). 


Global standards and practices 


Pensions and other institutions operate within regional and global systems, 
which include a variety of other powerful public and non-government orga- 
nizations regulating or advocating sustainability policies and practices, all 
of which can vary across countries and regions. 

Although the trends toward ESG convergence and integration are unmis- 
takable, pensions and other institutions cannot simply adopt universal goals 
and standards, common valuation metrics, and off-the-shelf engagement 
programs. For example, even with general agreement on reducing carbon 
emissions, institutions must still determine by how much and by when which 
companies can or will contribute to reductions, and which companies will 
do so efficiently. In other words, investors must identify and prioritize their 
ESG objectives, define specific metrics, and apply them to security selection, 
while simultaneously creating and managing sustainability programs. 

This chapter traces the evolution of ESG investing as it has evolved into a 
more, but not completely integrated, framework. We begin by laying out a 
conceptual framework based on the concept of the “universal owner,’ whom 
we define as a long-term global investor in a position to benefit from eval- 
uating and acting on ESG principles through improvements in corporate 
governance, and by reducing harmful externalities. We then document the 
development of practical approaches to achieving sustainability that, today, 
consist of a formidable set of tools with which to evaluate companies and 
influence their behavior. We also examine the critical public policy issues 
affecting sustainable investing, for example how definitions of fiduciary duty 
differ with respect to sustainable investing, and how these in turn affect 
pensions in different countries and regions. We also illustrate how frame- 
works, definitions, tools, and public policies have begun to converge. We 


Pensions and ESG: An Institutional and Historical Perspective 21 


conclude by considering sustainable investing challenges that pensions and 
other institutional investors will face in the years ahead. 


A Conceptual Framework 


While ESG, sustainable, responsible, and impact investing each have some- 
what different connotations, they all reflect the United Nations Principles 
for Responsible Investment (UN PRI) ‘strategy and practice to incorporate 
environmental, social and governance factors in investment decisions and 
active ownership’ (UN PRI 2020, 2021a, 2021b). While the UN PRI goes on 
to list six specific principles, the seeming simplicity of this basic definition, 
which treats environmental, social, and governance as three parts of a whole, 
raises important questions, such as: how are the three parts of ESG related? 
What exactly are the factors that need to be incorporated? Who is responsi- 
ble for investment decisions? And to whom is the investment decision maker 
responsible? 


Universal owner 


Environmental, social, and governance objectives have not always been 
treated as an integrated whole. Today, what brings them closer together is 
the concept of the ‘universal owner,’ a pension or another institution that, 
by intention or requirement, invests long-term in widely diversified hold- 
ings throughout the global economy (Urwin 2011), and that can speak with 
a unified voice (Clark and Hebb 2004). These institutions must manage 
total market exposure, for example, by recognizing that environmental and 
social costs are unavoidable since they affect the portfolio through insur- 
ance premiums, taxes, inflated input prices, unrest, and instability, which 
in turn can generate costs reducing returns for some investments. Exam- 
ples include environmental degradation, poverty, pandemics, and many 
others. Looming over all of this, poor company governance can lead to 
short-termism, insufficient attention to pertinent environmental and social 
issues, and suboptimal decisions that reduce long-term performance. As we 
will see, universal owners have played a major role in patterns and policies 
for sustainable investing today, acting both individually and in consortia, 
including with the UN PRI and independent as well as industry groups. 
Besides universal owners, other stakeholders may also have an interest 
in sustainable and responsible corporate practices. The most influential of 
these are governments, which, even more than universal owners, have a 
long-term stewardship interest in the effects of corporate actions on soci- 
ety. They also control a variety of tools such as legislation and regulation, 
to direct and affect corporate behavior. While governments and universal 
owners cannot afford to avoid sustainability issues, individual shareholders 
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may also see an interest, although their influence will be less than that of 
governments and universal owners. Finally, corporations can assess their 
own stances and take action to either embrace or avoid sustainability and 
responsibility (Urwin 2019). 


Externalities and agency 


To better understand the interests of these actors in ESG investing, it is 
helpful to turn to two well-known but fundamental economic concepts: 
externalities and agency theory. Simply put, an economic externality is a 
cost or benefit that accrues to third parties: society, organizations, or indi- 
viduals that did not directly agree to take it on. The externality may also 
affect how firms (and their shareholders) produce it, but a significant por- 
tion of the cost or benefit still attends to third parties. For instance, a plant’s 
stationary source air pollution could result in higher health insurance costs 
and reduced productivity among its workers, thus affecting profits; never- 
theless, substantial impacts are likely to be felt by many others through air 
particulates or climate change. Conversely, a plant that scrubs its emissions 
will benefit many others who do not pay directly for the costs of doing so. 
More generally, an externality occurs when a product or service’s market 
equilibrium price does not reflect the true costs or benefits of that product 
or service for society as a whole. From society’s perspective, then, because 
resources are suboptimally allocated, the externality cannot pass the Pareto 
optimality test and results in a market failure. 

While it may be in society’s interests to reduce or eliminate externali- 
ties, the dilemma is that when the cost of doing so is borne by one or more 
firms, they are unlikely to be able to fully capture related positive benefits 
(e.g., cleaner air and climate stability). A firm might still spend the mon- 
ey, hoping that ESG-minded customers and investors will reward it by their 
willingness either to pay higher prices for the firm’s goods and services 
or to purchase its securities. For example, customers of the US clothing 
manufacturer, Patagonia, are willing to pay more for its highly publicized 
environmentally friendly cotton-based clothing. In other cases, however, a 
firm acting alone is unlikely to reap a return on its actions. 

A different approach could be for a group of competitors to all agree on 
reducing specific negative externalities. Even if they cannot capture all of 
the positive effects, they may incur similar extra costs, so that their relative 
competitive positions can remain the same. In these cases, trade associations 
or standard-setting groups can play a central role. 

Yet a different approach is for third parties to step in and pressure firms 
to act. These may include regulators charged with stewardship over public 
goods, consumers able to direct their purchasing dollars (e.g., boycotts), 
or pensions and other investors who can pressure company managements 
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using a variety of tools—carrots and sticks—at shareholders’ disposal. This 
is where agency theory comes into play. A conflict or moral hazard aris- 
es between a principal—the shareholder, and the agent—company man- 
agement, when the two parties have different interests and asymmetric 
information; that is, management knows more about the business than do 
the shareholders (Berle and Means 1967). In such an instance, sharehold- 
ers cannot directly ensure that management is always acting in their best 
interests, particularly when activities that benefit the principal are costly 
to the agent, and/or where what the agent does is costly for the princi- 
pal to observe. In these cases, there may be suboptimal outcomes—agency 
costs—that reduce societal welfare. The agency problem can get worse when 
company management acts on behalf of multiple principals or sharehold- 
ers, some of whom may not want to share in the cost of monitoring and 
enforcing certain company policies and practices, or who may not agree on 
what those policies and practices should be. 

Agency problems affect pensions and other institutional universal own- 
ers. Among other things, institutional shareholders may be reluctant to act 
because they receive a fraction of the benefits resulting from stewardship 
activities, while having to handle all the costs. 

It might seem that the problems of externalities and agency theory are 
closely related, and that responsible investing efforts should easily recog- 
nize the connection. Those using the externality lens, as well as those using 
the agency lens, can both favor incentives such as shareholder and customer 
preferences, or regulation to internalize certain negative externalities. More 
likely, a narrower view of agency that focuses on shareholders interested 
primarily in short-term profits to the exclusion of externalities, will conflict 
with a broader conception that includes a wider set of stakeholders inter- 
ested in addressing externalities. For example, efforts to align manager and 
shareholder interests to produce policies that ignore or amplify negative 
externalities (e.g., reducing costs by moving jobs to countries that allow 
sweatshop labor) can be aligned on the profit question, albeit not in ways 
that always produce sustainable, responsible outcomes. 


Stakeholders versus shareholders 


As a US example of this issue, the California Public Employee Pension Sys- 
tem (CalPERS) defines corporate governance as ‘the relationship among 
various participants in determining the direction and performance of 
corporations. The Primary participants are: shareholders; company man- 
agement ... and the board of directors’ (quoted in McRitchie 2020: 1). 
By contrast, Milton Friedman laid out the case for a definition of corpo- 
rate governance confined almost entirely to a firm’s owners’ return on 
investment: 
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In a free-enterprise, private-property system, a corporate executive is an 
employee of the owners of the business. He has direct responsibility to his 
employers. That responsibility is to conduct the business in accordance with 
their desires, which generally will be to make as much money as possible while 
conforming to their basic rules of the society, both those embodied in law and 
those embodied in ethical custom. 


(Friedman 1970: section SM: 17) 


To Friedman, corporate governance must be evaluated by how it trans- 
mits and enforces actions that maximize monetary returns to shareholders, 
tempered only by the need to conform to the basic rules of society. 

There is, however, an alternative and more expansive definition hinted 
at in the CalPERS formulation, one exemplified by the Johnson & Johnson 
Company’s Credo, penned by Robert Wood Johnson in 1943, recognizing 
that the company’s activities touch employees, customers, and communities, 
as well as shareholders (J&J Credo 1943). In other words, according to this 
definition, the J&J Credo makes clear that the company creates externali- 
ties which must be acknowledged and managed. Accordingly, governance 
should be evaluated by how it serves the needs of all of these entities, not 
merely by returns to stockholders. This position also allows for a consid- 
eration of externalities, that is, effects on stakeholders that do not accrue 
exclusively to shareholders or management. 

This tension between a shareholder versus a stakeholder conception 
of corporate governance is present wherever limited liability corporations 
exist, but it has had a different flavor across countries and regions in terms 
of the roles, responsibilities, and influence of company management, share- 
holders, stakeholders, and governments. The varying perspective continues 
to challenge pensions, other institutions, and other shareholders in efforts 
to improve corporate governance around the globe. 

Recognizing that a focus on externalities and the narrower view of gov- 
ernance can conflict, it is also possible to separate externality and agency 
issues. For example, stakeholders primarily interested in improving soci- 
etal and environmental outcomes might choose to focus on mechanisms 
such as regulation or proxy votes that work toward those ends without 
directly addressing agency issues. Alternatively, those interested in better 
aligning shareholder and management incentives—perhaps in search of 
higher profits—might focus on governance policies, such as board inde- 
pendence and firm takeover policies, to the exclusion of concerns about 
externalities. 

In this vein, a comprehensive way to define the challenge for proponents 
of responsible investing requires an effort to gain agreement regarding a 
broader definition of principals in the agency problem. In the process, 
stakeholders affected by a company’s externalities will be included and then 
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their interests aligned with management, shareholders, and stakeholders, so 
they agree on policies to reduce negative externalities and capture positive 
externalities. This challenge is a formidable one, and even if the key players 
could agree on a broader definition of whose interests a company should 
serve, there is no universal agreement on how to weight those interests, that 
is, how to prioritize externalities and how to address them. 

Such challenges have shaped the evolution of ESG investing, and they 
remain very much alive today. In the next section, we will see that the 
modern origins of responsible investing were grounded in this dilemma 
and essentially led to separate tracks for efforts to improve environmental, 
social, and governance outcomes. For pensions and some other institution- 
al investors, improving governance, that is, programs and policies to better 
align management with shareholder interests, emerged early on in what 
might be called the modern era of sustainable investing. As it did so, better 
governance proponents did not at first recognize the relevance of envi- 
ronmental and social concerns to their project. What brought the three 
tracks closer together was the recognition of a broader, more encompass- 
ing longer-term focused definition of shareholder interests that includes 
negative and positive externalities. 


Strands and Spheres: ‘Pre-Modern’ 
to ‘Modern’ 


Here we are primarily interested in understanding the place of pensions 
and other institutions in modern ESG investing, but this requires us to rec- 
ognize the developments that brought both pensions and ESG to where 
they are today. We refer specifically to three observations about what we 
might call the ‘pre-modern’ era (roughly prior to the 1980s), as opposed to 
the ‘modern’ era of ESG policies. First was the absence of pensions in sus- 
tainable investing until the late twentieth century, largely because funded 
pensions were small compared to other institutional and most individu- 
al investors. Thereafter, with rapid asset and participant growth, pensions 
began to recognize their emerging status as universal investors with an inter- 
est in long-term issues of sustainability. Second, due to government policies, 
sustainable investing evolved quite differently across countries and regions. 
As governments, pension plans, and others began to recognize that ESG 
raises issues that are global in nature, policies and practices that varied 
between countries began to be reexamined. Third, there was initially very 
little attention devoted to the environment (E) strand of ESG, later followed 
by attempts to treat G separately from S and E. With a growing recognition 
that agency and externality issues are highly intertwined, policymakers, pen- 
sions, and other investors began to bring the E, S, and G strands together. 
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In effect, the transition from the pre-modern to the modern ESG era is one 
of evolution and convergence. 


The pre-modern era 


Some observers group countries with respect to ESG investing exclusively by 
each nation’s type of corporate legal system. Yet while legal systems differ, 
two simple but powerful drivers of the evolution of sustainability practices 
in the private sector have been patterns of stock market ownership, and 
government involvement in social reform and corporate regulation across 
countries and regions. 

Prior to the turn of the twentieth century, early social reforms benefiting 
employees and then consumers began to emerge in developed countries, 
but they were often the result of pressure from workers, voters, and advocacy 
groups with little investor involvement. (See this chapter’s Appendix for 
details on premodern ESG developments in selected countries.) 

What investor interest there was centered on what we now call corporate 
governance, as corporate control in industrial economies was concentrated 
in three ways: in monopolistic or oligopolistic industries; control by wealthy 
families; and financial institutions. For example, in some countries, families 
used pyramidal ownership structures! and/or banks used special share class- 
es and proxy voting to give them effective control. This began to change, but 
not always in the direction of greater protections for other shareholders and 
with differences among countries, notably in the role of government con- 
trol. The US, for example, used antitrust policy and regulation to virtually 
eliminate family and financial institution control of public companies by the 
1940s, but policy still tended to favor the interests of company management 
over those of shareholders. By contrast, in most European countries, family 
and financial institution control was tolerated for far longer. In addition, 
in the name of worker and consumer protection, and to preserve declining 
industries after World War II, some European governments took direct own- 
ership of companies in certain industries and/or exerted a stronger role in 
capital allocation. We also note that environmental issues took a back seat to 
governance and social concerns, or were often non-existent, until the 1960s 
and 70s. 

At the dawn of the modern era of ESG investing, the landscape looked 
as depicted in Table 2.1. Here we see that several of the tools and approach- 
es used to promote good corporate governance in the modern era were 
already in use but not widespread, including the 2-tier board structure, a 
degree of uniform accounting and disclosure, limits on institutional and 
family ownership, anti-monopoly enforcement, and formal recognition of 
stakeholders. Other approaches, such as shareholder initiatives, prohibition 


TABLE 2.1 ESG investing landscape at the dawn of the ‘modern’ era 


US UK Netherlands Germany France Italy Sweden Japan 


2-Tier Board Structure (+ X X X 
worker participation) 

Limit institutional X X 

ownership 

Separate commercial & X 


investment banking 
Corporate Policies and Government owner- X X X 
Governance Tools ship/direction of certain 
industries 
Formal/legal recognition X X 
of stakeholders 
Strong anti-monopoly X X 
enforcement 
Higher degree of uni- X X X 
form accounting, 
reporting & disclosure 


rules 

Small shareholder 

activism 
Continuing High degree of manager X X X X 
Issues control/low degree of 


shareholder control 

Relatively higher use of X X 
voting caps, multiple 

share classes, etc. 


Continued 


TABLE 2.1 Continued 


US UK Netherlands Germany France Italy Sweden Japan 
Interlocking directorates X X 
Family or bank control X X X X 
common 
Takeover defenses X X 
Social & Environmental H L L L L L L L 
Environmental regulation and activism 
Consumer and worker M M H H H H H H 
protections 
Family and individual L M H H H H H M 
protections” 
Union activism: L M H H H H H L 
negotiation, lobbying 
Pensions Growth of funded pen- H H H L L L L H 
sion assets (DB and 
DC) 
Social & environmental L L 


investments 


Note: “Family control often exercised through pyramid ownership structures; bank control often exercised by proxy voting or direct ownership; “Health 
insurance, child support, other family support. 
Source: Morck (2005); Authors’ calculations. 
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of interlocking directorates, independent board members, etc., were scarce 
or missing. 

There was a long history of employee and consumer protections regard- 
ing social and environmental issues in many countries, but the impetus 
rarely came from shareholders. Rather, most often it arose from union 
activism and other interest groups leading to government regulation 
and/or ownership of industry. For example, the US government created 
a wave of regulatory agencies at the start of the twentieth century. Pen- 
sions were not in a position to exercise much influence in those days, since 
in many countries they were either unfunded public entities or, as in the 
UK and the US, they were funded but had not yet accumulated substantial 
financial clout. 


The modern era 


What we call the modern era of ESG investing began in the late 1970s and 
early 1980s, marked by the rise of pension ownership, the retreat of direct 
government ownership of companies, and separate movements to promote 
corporate governance and environmental reforms. For example, in 1969, 
the US Environmental Protection Agency was created, exemplifying a new 
era of government regulation in response to environmental activism; this 
was later followed by similar programs in other countries. 

The establishment of funded pensions earlier in the twentieth centu- 
ry, particularly in the US, the UK, the Netherlands, and later in Australia, 
meant that by the 1980s these had become substantial asset owners, along 
with sovereign wealth funds. In addition, a small number of asset managers 
joined asset owners in controlling a growing percentage of public company 
shares. While these trends were far from identical across industrial coun- 
tries, and the assets under management appear small from today’s vantage 
point, the largest institutions could even then be considered universal own- 
ers who had no choice but to purchase shares in most public companies in 
search of capital appreciation and income for their beneficiaries. 

The result of these shifts in stock ownership patterns can be observed 
in Figure 2.1. Institutional investors, which include pensions, other asset 
owners, and asset managers who work, in part, for asset owners, now own 
over 70 percent of outstanding shares in the US, with similar percentages in 
the Netherlands, the UK, and Canada. By contrast, institutional investors 
own less than 40 percent of public shares in other European countries, 
about one-third in Japan, and less than 10 percent in China. Corporate 
cross holdings, which are high in Asia, are quite low in Europe and the US. 
In addition, in countries such as Norway and Japan, government agencies 
directly invested pension savings in the stock market, while in others such as 
China, governments took direct ownership of companies. (The figure does 
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Figure 2.1 Total stock market holdings by investor categories across countries, 2017 


Note: Distribution of total holdings by investor category in each market for the universe of 
10,000 largest listed companies. Both domestic and foreign holdings by category are aggregat- 
edin USD asa percentage of total market cap in each market. Assignment of assets to categories 
follows each country’s classifications. For example, Norway’s public sector assets include those 
held by the Government Pension Fund of Norway. Canada’s public pension fund assets are 
classified as institutional holdings. 

Source: De La Cruz et al. (2019), based on OECD Capital Markets Data Set, Thompson Reuters 
and Bloomberg. 


not reflect the legacy and continuation of pyramidal ownership and share 
class structures in Asia and Europe.) 

Given these patterns, it is not surprising that interest in ESG invest- 
ing issues emerged among pension plan managers. This occurred slowly, 
evolving with different patterns across institutions, countries, and the three 
strands of sustainability: environmental, social, and governance. 


Governance 
Pensions 


Several leading US pensions, such as TIAA, CalPERS, and other institution- 
al investors, were instrumental in the corporate government movement of 
the 1980s and 1990s. In addition to their growing asset bases, these insti- 
tutions were operating with the legacy of pre-WWII reforms that favored 
company management over other stakeholders, a rising stock market, and 
an accompanying wave of mergers. For example, management-controlled 
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boards, limited disclosure, opaque shareholder initiative processes, and oth- 
er measures all enabled managers to operate with little scrutiny. Although 
there was a dearth of concrete evidence available, institutional investors 
began to respond to the view that it was in their interest to propose and/or 
support policies that would shift the balance of power toward shareholders 
and away from management. 

No two pensions (or other institutional investors) pioneered identi- 
cal approaches to corporate governance programs. For example, CalPERS 
tended to employ public statements aimed at changing corporate behavior, 
while TIAA more often used direct and relatively more private communica- 
tions with company management. Nevertheless, these and other programs 
largely shared four elements: a legal orientation; similar, though not iden- 
tical, reform proposals; cross-fertilization with investment managers; and 
separation from environmental and social concerns. Conceptually, corpo- 
rate governance reform was, for the most part, viewed through a legal rather 
than a financial or economic lens, meaning that problems and solutions 
were more likely to be evaluated by whether they conformed to a set of 
preferred principles such as a definition of board independence, or a pro- 
cess such as a streamlined shareholder initiative process. Economic impacts, 
such as increased shareholder returns, were mostly ignored, or they were 
assumed to follow from the implementation of corporate governance initia- 
tives. Organizationally, new corporate governance units were, for the most 
part, housed in the legal departments of institutional investors. For pen- 
sions as well as corporate governance service providers, these units were led 
by experts with a legal background. 

In keeping with this focus on principles and process, many pension 
managers could agree on the need for assistance. TIAA, CalPERS, Cal- 
STRS (California State Teachers’ Retirement System), and others were 
co-founders of the Institutional Investor Responsibility Center (IRRC) in 
1972, which sought to aid investors in understanding corporate governance 
issues. Along with international pensions, these entities were also among the 
founders of the Council of Institutional Investors (CII), which assisted with 
proxy voting, regulatory advocacy, and other activities (see Table 2.2). These 
and other research, service, and advocacy programs helped pensions and 
other institutional investors further the following policies: greater indepen- 
dence of board members, separate audit and compensation committees, 
changes in executive compensation, removal of poison pill provisions, sup- 
port for the shareholder initiative process, regular proxy voting, and various 
forms of engagement. 

In terms of cross-fertilization, although corporate governance programs 
were not generally housed in investment departments, organizations that 
directly managed corporate governance staff could learn from investment 
analysts and managers knowledgeable about the management, governance 
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TABLE 2.2 ESG in the 1970s 


‘ESG as a principle’ Key Institutional Developments 
e Investors align around key social concerns e Council on Economic 
(e.g., South Africa, Vietnam War, poverty) Priorities/CEP (1969) 
e Forerunning ESG research, and share- e Pax World Fund (1971) 


Dreyfus Third Century Fund (1972) 
Interfaith Center for Corporate 
Responsibility/ICCR (1972) 
Investor Responsibility Research 
Center/IRRC (1972) became IRRC 
Institute after 2005 sale of IRRC to 
ISS 

South Shore Bank/Shorebank 
(1973) 

National Federation of Community 
Development Credit Unions (1974) 
Calvert Social Investment (1976) 


holder advocacy, and community 
development institutions are founded 


Source: Authors’ calculations. 


structure, and processes of the companies they covered. This, in turn, 
enabled them to recommend companies that might benefit from certain 
reforms. Likewise, investment analysts and managers could incorporate into 
their investment decisions information about initiatives being proposed by 
corporate governance staff (see Table 2.3). 

Moving ahead in time, but still prior to the 2010s, corporate governance 
programs rarely considered environmental or social issues to be part of 
their universe. Their legal orientation may have made it difficult to incor- 
porate these relatively more outcome-oriented issues. Also, some activists 
considered corporate governance reform to be fundamental, while other 
issues were often seen as derivative. In other words, establishing good gov- 
ernance practices was intended to lead companies to evaluate and treat all 
externalities properly. 


Corporate governance organizations 


One cannot understand the emergence of activism among large institu- 
tional investors such as TIAA and CalPERS without noting the crucial role 
played by independent corporate governance service organizations. In the 
US, investors and companies for many years had been able to turn to busi- 
ness groups such as the Chamber of Commerce, the Business Roundtable, 
and, for fund companies, the Investment Company Institute, for informed 
views on corporate structure and process. In turn, these often-supported 
company management over shareholders. 
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TABLE 2.3. ESG in the 1980s and 1990s 


‘ESG as a product’ Key Institutional Developments 
e Dedicated industry networks are formed in e CalPRS, CalSTRS 
the USA (Ceres, US SIF) e US Social Investment Forum/US SIF 
e Triggered by corporate takeovers and (1984) 
environmental disasters—Exxon Valdez e Franklin Research & Development 


spill, Bhopal India (Union Carbide) (1982) 

chemical leak—investors increase their later renamed Trillium in 1999 
focus on corporate governance and the Grameen Bank (1983) 
environment Self-Help Credit Union (1984) 
First social indices launched and universe Working Assets founded (1985) 
of Socially Responsible Investing (SRI) Social Venture Network (1987) 
funds expands CERES & the Valdez Principles 


e Advanced business case for sustainabil- (1989) 
ity and reporting (Global Reporting e initially a project of the US SIF 
Initiative—GRI) e TIAA Social Choice Account (1990) 


DOL issues guidance that plan fiduciaries 
are permitted to consider social benefits 


Source: Authors’ calculations. 


Beginning in the 1970s, new service organizations were established 
that played various advisory and advocacy roles oriented to institution- 
al investor interests. The IRRC sought to provide independent, impar- 
tial research on proxy voting, corporate governance, and corporate 
social responsibility issues (Weinberg Center 2021).? Another independent 
organization, the National Association of Corporate Directors (NACD), 
was established in 1977 to train and set standards for board directors 
(see Table 2.4). 

In 1985, during a period of heightened corporate mergers, the Coun- 
cil of Institutional Investors began an effort to pool resources in exercising 
shareholder oversight through proxy voting, shareowner resolutions, pres- 
sure on regulators, discussions with companies, and litigation. Membership 
today includes 140 US public, union, and corporate employee benefit plans, 
endowments, and foundations, with combined assets under management 
of approximately US$4 trillion. Associate members include non-US asset 
owners with more than US$4 trillion, and US and non-US asset managers 
with over US$35 trillion in AUM (CII 2021). Around the same time, the 
Institutional Shareholders Services (ISS) group began to advise institution- 
al shareholders (including mutual and hedge funds) on proxy voting and, 
when requested, to vote their shares. The firm later acquired the IRRC and 
was in turn sold to MSCI. In Europe, the European Corporate Governance 
Network (ECGN) was established in 1995 to focus on company ownership 
and control issues. In 2002, this network was transformed into the more per- 
manent European Corporate Governance Institute (ECGI), which brings 


TABLE 2.4 Major corporate governance research, service, and advocacy organizations 


Organization Est. Primary Non-Profit? Membership/ Notes 
Focus Support 
Investor Responsibility IRRC 1972 Research, Yes Subscription 2005 sale to ISS 
Research Center Proxy Voting funded the U 
Delaware Wein- 
berg Center’s 
IRRCi 
National Assn of NACD 1977 Board Yes Corporate 
Corporate Directors member prac- directors 
tices and 
education 
Council of Institutional CII 1985 Proxy voting, Yes US and non-US 
Investors shareholder pensions, endow- 
resolutions, ments/foundations, 
regulatory asset managers 
advocacy, 
engagement, 
litigation 
Institutional Sharehold- ISS 1985 Proxy voting No Fee for advisory Acquired by 
ers Services service MSCI 
International Corporate ICGN 1995 Governance Yes Pensions, asset Primarily North 
Governance Network and steward- managers, pub- America and 
ship standards lic companies, Europe 
and practices advisory services 
Weinberg Center for 2000 Discussion Yes Law firms, 
Corporate Governance forum, asset managers, 
teaching, companies 
research 
European Corporate ECGI 2002 Discussion Yes Academics, Grew out of 
Governance Institute forum, legislators, ECGN 
research practitioners 


Harvard Law School 2003 Research, Yes Law firms, 


Program on Corporate teaching companies 
Governance 
Harvard Law School 2006 Discussion Yes Law firms, 
Forum on Corporate forum companies 
Governance 
Ira Millstein Center for 2012 Teaching, Yes Law firms, Columbia U law 
Global Markets and research, companies school 
Corporate Ownership discussion 

forum 
Arthur and Toni Rem- 2006 Teaching, Yes Law firms, Stanford U Law 
be Rock Center for research, companies and Business 
Corporate Governance discussion Schools 

forum 


Source. Authors’ compilations from https://www.weinberg.udel.edu/; https://www.nacdonline.org/; https://www.cii.org/about; https://www. 
issgovernance.com/; https://www.icgn.org/; https://www.weinberg.udel.edu/; https://pcg.law.harvard.edu/; https://corpgov.law.harvard.edu/; 
https://millstein.law.columbia.edu/; https://law.stanford.edu/arthur-and-toni-rembe-rock-center-for-corporate-governance/. 
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together academics, legislators, and practitioners, and sponsors and dis- 
seminates research. On the international front, the International Corporate 
Governance Network (ICGN), started in 1995, was created to promote dia- 
logue and education regarding governance and stewardship practices. Its 
members, drawn from over 45 countries primarily in North America and 
Europe, include pensions, asset managers, public companies, and advisory 
firms (ICGN 2021). 

Institutional investors differed in how they used these corporate gover- 
nance resources. Some relied on organizations such as ISS to research and 
form positions, as well as to vote their shares. Many mutual fund companies, 
by contrast, refrained from active or intense participation in corporate gov- 
ernance issues and shareholder voting. Others relied on external research 
by the IRRG, CII, and other organizations, after which they developed their 
own corporate governance positions and programs. 

While the world of corporate governance only gradually started to recog- 
nize its connections with environmental and social issues in the late 1980s, 
these two strands of sustainable investing also began to develop in the 
modern era. 


Environmental and Social Issues 


As with governance, investor concerns for social and environmental top- 
ics evolved over time into what is now often treated under the banner 
of socially responsible investing (or SRI). A stakeholder orientation pro- 
vides the foundation for social and environmental investing, on the basis 
that companies’ activities affect not only shareholder returns, but also com- 
munities, employees, customers, and the environment, implying that these 
latter interests should also have a voice in company activities. At first, envi- 
ronmental and social initiatives focused on three approaches: shareholder 
activism, community investing, and guideline investing. Of the three, social 
investing emphasized shareholder activism and community investing, while 
environmental investing emphasized both shareholder activism and guide- 
line investing. Nevertheless, as time went on, all three strategies became 
important for both environmental and social concerns. 


Shareholder activism 


For pension plans required to act as fiduciaries, an initial avenue for share- 
holders to gain clout was to exert influence on companies identified as 
‘doing harm’ with their products, or where they were doing business (e.g., 
South Africa). This took the form of informal and formal engagement with 
companies, including communications, and, in some cases, formal share- 
holder initiatives. In the US and in other countries, a recurring theme was 
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the role of government vis-a-vis stakeholders and companies. Governments 
can spend to improve social and environmental conditions, and they can 
also direct companies to do so as well. Accordingly, stakeholders could pres- 
sure government, public, and private pensions and other asset owners to 
push companies to act, in turn. In that vein, SEC rules regarding sharehold- 
ers’ standing and shifting guidance on what constituted fiduciary duty, all 
helped to shape pension activism.” 

Apartheid in South Africa was also an early defining social issue. In 1977, 
the Sullivan Principles became a voluntary code of conduct for compa- 
nies operating in that country. In this spirit, in 1978, TIAA issued its own 
statement on companies doing business in South Africa, and in 1983 it 
fully divested from these assets. Other investors followed suit. Additional 
instances of global activism included, in the 1980s, actions against Procter 
& Gamble and Philip Morris for their involvement in El Salvador in the 
1980s, and, beginning in the 1990s, wages, working conditions, and child 
labor in companies with factories that operated outside the US. 

These initiatives fueled a formal corporate social responsibility (CSR) 
movement that helped alter companies’ expectations regarding their 
responsibility to internalize the effects (externalities) of their supply chains. 
The CSR movement resulted in greater demand by direct investors and oth- 
er stakeholders for improved reporting, including both S and E. For exam- 
ple, CERES (the Coalition for Environmentally Responsible Economies), 
established as a response to the Exxon Valdez oil spill disaster of 1989, 
took a more comprehensive view of sustainability reporting. In turn, this 
led to the Global Reporting Initiative (GRI) program in 1997 (with Tellus 
Institute and the UN Environment Programme). The GRI would eventually 
become an independent organization in 2001, with headquarters in Amster- 
dam (GRI 2021). Beginning with the Valdez disaster, state pensions such as 
New York, CalPERS, and CalSTRS became increasingly active in designing 
and supporting these organizations. 

During the 1990s, US pensions began to recognize the need to apply 
additional lenses to their portfolios, mainly through proxy voting and 
engaging with companies of concern. They also felt growing pressure from 
participants and other constituencies to use more E and S information to 
exclude portfolio holdings. To that end, pensions began to develop their 
ability to create and manage ESG portfolios. 


Guideline investing 


This approach began in the 1970s by fund managers Calvert, Dreyfus, 
and Pax World, and it was used by investors to exclude tobacco, alcohol, 
weapons, and other products or activities poorly aligned with ethical or 
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faith values. Later, guideline investing expanded to impose systematic neg- 
ative screening, positive screening, and best-within-a-sector (best-in-class) 
security selection. Pensions as well as asset managers were active in these 
developments, including TIAA, CalPERS, CalSTRS, and others. 

As the approach evolved, tension emerged between those using segre- 
gated funds versus applying ESG criteria to security selection and portfolio 
construction. For example, TIAA, which created the TIAA-CREF Social 
Choice Account as one among many investment options for participants in 
1990, faced continuing participant pressure to eliminate tobacco and oth- 
er products from all funds, not just the Social Choice Account. Moreover, 
among institutional investors, there was also no general agreement on how 
to select securities. The question that managers then faced was whether they 
should select companies in which to invest on an absolute basis, or instead 
to select the best companies within an industry or sector. 

A related problem was that, while there might be agreement on certain 
issues such as tobacco, there was far less agreement on what exactly consti- 
tuted ESG objectives. Part of this conundrum was due to the lack of data 
and analysis to provide a foundation for investment decisions. For example, 
in 1986 when the US Environmental Protection Agency required the first 
toxic release reports, that system focused on facilities rather than compa- 
nies, making it difficult for investors to use the information for portfolio 
selection. In many cases, the early research providers serving institution- 
al investors did not make raw data available, but, rather, they interpreted 
ratings and assessments. In retrospect, this may have harmed the cause 
more than it helped, because institutions first needed to unlock ‘black box’ 
methodologies, and later to determine how the information should inform 
investment decisions. In turn, this led to initiatives such as the GRI, set up 
to develop better reporting and measurement systems, along with efforts 
to define and reach agreement among investors and others on ESG objec- 
tives. While the establishment of the Intergovernmental Panel on Climate 
Change (IPCC) in 1988 was not primarily investor-driven, its periodic assess- 
ment reports did help shape investor understanding of how company and 
industry actions affected climate degradation and the resulting investment 
risk. 

Community investing or economically targeted investment (ETI) was the 
precursor to today’s impact investing, developed to generate particular 
social outcomes alongside financial return. This strategy was based on 
the belief that ‘the plight of the homelessness and joblessness cannot be 
“fixed” through conventional Wall Street investments,’ but instead required 
involvement by credit unions, foundations, community-based revolving 
funds, worker cooperatives, and other entities (Domini et al. 1992: 3). 
Another impetus was provided by the federal Community Reinvestment 
Act of 1977, which required the Federal Reserve and other federal bank- 
ing regulators to ‘encourage’ financial institutions to help meet the credit 
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needs of the communities in which they did business, including with loans 
and direct investments. Organizations such as the Local Initiatives Support 
Corporation (LISC) were formed to work with financial institutions to chan- 
nel funds into local projects; pensions and other institutional investors were 
also encouraged to participate. 

Nevertheless, for pensions, challenges to community investing included 
the need to develop appropriate investment vehicles, gain scale, devel- 
op return expectations, and, for ERISA plans, shift Department of Labor 
(DOL) guidance on fiduciary duty regarding what constituted responsible 
lending practices. Alliances with Shorebank and other community banks, as 
well as the Local Initiatives Support Corporation, and the launch of Impact 
Community Capital (1998) founded by TIAA and seven other insurance 
companies, all provided solutions, particularly for low-income housing ini- 
tiatives. In addition, activism played a role, as shareholders pressured banks 
on practices that harmed vulnerable customers via predatory lending and 
redlining practices. 

Pension and other institutional involvement in community investing took 
a more global turn in the 1990s and 2000s, with attention to microfinance 
and the broader concept of financial inclusion. The term ‘impact invest- 
ing’ was first coined in 2007, and it gained traction through the launch and 
fieldwork of the Global Impact Investing Network which included founda- 
tions and pensions in different countries. The initial focus was on private 
equity, with a concern for specific goals and outcomes that depended, for 
credibility, on advances in ESG-related measurement. Impact investing has 
more recently gained traction in other classes. 


Bringing the Three Strands Together 


The years around the turn of the twentieth century also saw growing accep- 
tance among pensions, other investors, and activists that environmental, 
social, and governance issues are intertwined and mutually reinforcing. On 
the one hand, investors, regulators, and independent organizations increas- 
ingly recognized that progress on corporate environmental and social 
concerns would only be successful if they were supported by governance 
reforms. On the other hand, they also saw that the next steps in corporate 
governance reform would likely lead to a discussion of environmental and 
social reforms. To illustrate these trends, several earlier events were arguably 
treated contemporaneously as primarily social (South Africa divestment) 
or environmental problems (the Union Carbide plant in Bhopal and the 
Exxon Valdez disasters) that did not involve the central concerns of cor- 
porate governance. Looking back on those events, we can now see that 
corporate decision-making and governance were not only intertwined with 
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these issues, but that changes in one were needed to produce improvements 
in the others. 

Leading the way to integration of ESG was a movement to coordinate 
E and S activities across different countries and regions (see Table 2.5). 
Principal among these was the consortium of global pensions and other 
institutional investors that, in 2005, pressured the United Nations to spon- 
sor a 20-person group from 12 countries to develop an ESG framework for 
the investment industry. The result, first issued in 2006, firmly linked E, S, 
and G together as follows: ‘As institutional investors, we have a duty to act 
in the best long-term interests of our beneficiaries. In this fiduciary role, 
we believe that environmental, social, and corporate governance issues can 
affect the performance of investment portfolios (to varying degrees across 
companies, sectors, regions, asset classes, and through time). We also recog- 
nize that applying these principles may better align investors with broader 
objectives of society’ (UN PRI 2021b: 1) (see Table 2.6). 


TABLE 2.5 ESG in the 2000s 


‘ESG as a process’ Key Institutional Developments 

e Investors coordinate on climate reporting e Carbon Disclosure Project/CDP 
issues (2000) 

e New global investor networks begin to unite e UN Global Compact (2000) 
investor approaches from different regions e UN Principles for Responsible 

e In 2008, the US DOL narrows 1994 guidance: Investment (2006) 
fiduciaries should only rarely consider non- e Global Impact Investing Net- 
economic factors when picking investment work/GIIN (2009) 


options for retirement plans 


Source: Authors’ calculations. 


TABLE 2.6 UN Principles of Responsible Investment 


1. We will incorporate ESG issues into investment analysis and decision-making 
processes. 

2. We will be active owners and incorporate ESG issues into our ownership 
policies and practices. 

3. We will seek appropriate disclosure on ESG issues by the entities in which we 
invest. 

4. We will promote acceptance and implementation of the Principles within 
the investment industry. 

5. We will work together to enhance our effectiveness in implementing the 
Principles. 

6. We will each report on our activities and progress toward implementing the 
Principles. 


Source: UN PRI (2021b). 
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In addition, a UN-affiliated organization, Principles for Responsible 
Investment, was established to put the framework into practice, and it con- 
tinues to lead integration efforts at a global level. Initially, PRI reporting 
requirements for its signatories were not seen as stringent. Nevertheless, 
backed by the principles and their own participants, global pensions, and 
other institutional asset owners could and did increase pressure on invest- 
ment managers to incorporate ESG considerations into portfolio decisions. 
In 2011, the UN PRI increased the specificity of reporting requirements, 
further encouraging ESG progress. 

While visible and far-reaching, the UN PRI was far from the only group 
making initiatives in this period. The EU established a unit with the Euro- 
pean Commission’s Directorate-General for Economic and Financial Affairs 
to launch a series of studies, consultations, and directives moving in the 
direction of requiring institutional investors to consider ESG in the invest- 
ment process. In the US, while integration of ESG was far from universal, 
two trends were evident. One was that CalPERS, CalSTRS, and TIAA-CREF 
began to connect their corporate governance units residing in legal depart- 
ments more closely with their investment professionals. The second was to 
more closely connect staff tasked with environmental and social research, 
analysis, and investments, with the staff responsible for non-ESG-oriented 
investment decisions. In other words, these organizations took the first steps 
to integrate ESG with ‘regular’ investing.’ 

The trend toward integration, which began in the late 1990s and 2000s, 
accelerated in the 2010s (see Table 2.7). Within pensions (again, particular- 
ly TIAA-CREF, CalPERS, CalSTRS, and other independent pensions) and 
other institutional investors, the movement to fully integrate ESG analysis 
into investment decisions reached fruition. Near the end of the decade, for 
example, TIAA (as it was then called) announced that ESG factors would be 
considered in all funds and portfolios across all asset classes (TIAA 2021). 

At the international level, the Paris Agreement of 2015 was a watershed. 
One of a series of conventions and projects that originated with the United 
Nations Framework Convention on Climate Change (UN 1992), the Paris Agree- 
ment was signed by 195 countries and the EU (though not the US). It set 
out a definition of climate change and goals for limiting global warming 
and called for action to achieve goals by government and non-government 
actors (UN 2015). It has helped galvanize investors and companies to focus 
attention on sustainable investing and corporate challenges with respect 
to climate change, including but not limited to production processes, new 
products, and discussions of stranded assets. 

At the regional level, in the EU the European Commission (EC) con- 
tinued to stage a series of consensus-building consultations and to issue 
ESG-related rules. Following from reports issued by the Financial Stabili- 
ty Board and the Basel Committee on Banking Standards, the EC began to 
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TABLE 2.7 ESG in the 2010s 


‘ESG as an outcome’ Key Institutional Developments 
e ESG investing expands across asset classes e UK Stewardship Code launched 
e Expansion of ESG data and reporting to (2010) 
better quantify ESG factors e Global Initiative for Sustainability 
e Greater focus on ‘intentional’ outcomes and Ratings/GISR (2011) 
impact measurement e Sustainability Accounting Standards 
e In 2015, DOL reversed its 2008 guidance, Board (2011) 
which ‘unduly discouraged fiduciaries e Investment Leaders Group/ILG 
from considering [economically targeted (2013) 
investments] and ESG factors.’ e Japan Stewardship Code launched 
e Heightened investor urgency around cli- (2014) 
mate change as COP 21 establishes the Paris e Taskforce on Climate Related 
Agreement, aiming to limit global warming Financial Disclosure/TCFD (2015) 
e EU issues a series of sustainable investing e UN Sustainable Development 
guidelines and regulations Goals/SDGs (2015/2016) 
e Investor Stewardship Group/ISG 
(2017) 


Impact Management Project (2017) 

International Finance Corporation 

(IFC) 

e Operating Principles for Impact Mgt 
(2019) 

e ‘Green Deal’ disclosure require- 

ments and quality labels (2019) 


Source: Authors’ calculations. 


focus on ‘prudential measures’ that would integrate ESG risk factors into 
investments and financial firm solvency (Ingman 2020). It also developed 
corporate ‘conduct’ legislation, for example the Non-Financial Reporting 
Directive, which required larger EU corporations, starting in 2017, to dis- 
close data on their firm’s impact on ESG and vice versa (EC 2014). Other 
examples include EC’s Action Plan: Financing Sustainable Growth (EC 2018b), 
which clarified institutional investors’ and asset managers’ duties, incorpo- 
rated sustainability into the suitability assessment of financial instruments, 
and increased transparency of sustainability benchmarks. Similarly, The 
European Green Deal (EC 2019b) and The Proposal for a European Climate Law 
(EC nd) were intended, among other objectives, to reorient capital flows 
toward sustainable investment in order to achieve sustainable and inclusive 
growth; limit global warming; manage financial risks stemming from climate 
change, environmental degradation, and social issues; and foster trans- 
parency and long-termism in financial and economic activity. The European 
Commission also examined and made recommendations for government 
investments, including pensions (EC 2018a, 2018b). 

In addition to these initiatives, there was a near-explosion of similar devel- 
opments by independent, industry, and quasi-governmental organizations 
to construct ESG frameworks, guidelines, and standards (see Figure 2.2). Of 
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Figure 2.2 Evolution of international ESG frameworks, guidelines, and standards, 
1997-2020 


Source: EC (2020a). 


the 12 such initiatives in the figure, nine appeared between 2010 and 2020. 
It should be noted that while these initiatives reflected growing interest in 
ESG investing and integration of ESG, many of them were produced inde- 
pendently from the others and so contributed to confusion regarding just 
what investors should consider to be ESG and how to implement it. In that 
vein, in this period a number of private data and analytics providers began 
or continued major projects to identify, define, and measure ESG factors 
pertinent to investment risk and return and sell the results to investors, with 
an increasing emphasis on integrating these factors into organized ratings 
systems (see also Lee 2023). In addition, a number of firms launched or 
added formal securities indexes that could be used by investors interested 
in forming integrated ESG portfolios. 

Several other indicators give us a picture of ESG growth and integration 
in this period. In particular, the left panel of Figure 2.3 shows the change in 
US shareholder support for formal environmental and social proxy propos- 
als, compared to governance and compensation proposals. In 2010, over 60 
percent of governance and compensation proposals, but only 12 percent 
of environmental and social proposals, received more than 30 percent of 
the total votes cast. By 2018, environmental and social proposals received 
over 35 percent of the votes cast. The right panel of Figure 2.3 also shows 
the change in support for environmental and social proxy proposals. Medi- 
an support rose from about 10 percent in 2010 to just under 25 percent in 
2018. The right panel also documents the increase of UN PRI institutional 
signatories from about 60 in 2010 to over 400 in 2018. 

The trend toward integration and systematizing ESG is continuing in the 
2020s. ESG data and reporting continue to deepen, with a greater focus 
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Figure 2.3 Environmental and social issues join the mainstream among 
shareholders 


Source: Papadopoulos (2019), p. 7 (fig. 3A) and p. 3 (fig. 3B). 


on intentional outcomes and impact measurement. For example, in 2021, 
the US DOL announced that it intended to return to an earlier view of the 
prudent investment rule followed by pensions and other fiduciaries. Specif- 
ically, fiduciaries are now asked to consider all factors that affect investors’ 
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TABLE 2.8 ESG in the 2020s 


‘ESG as a system’ Key Institutional Developments 

e Expansion of ESG data and reporting to e Capital Group, TIAA, Blackrock, and 
better quantify ESG factors other asset managers go ‘all ESG’ 

e Greater focus on ‘intentional’ outcomes and (2020) 
impact measurement e US DOL rules that fiduciaries may 

e COVID-19 and racial equity issues spur only consider financial factors in 
renewed emphasis on ‘S’ investing (2020) 

e Increased scrutiny and global regulation to e US DOL announces it will not 
combat ‘greenwashing’ enforce the rule (2021) 


e EU announces its plan for com- 
pany ESG reporting and investor 
compliance (2021) 


Source: Authors’ calculations. 


portfolios and financial risks, including ESG factors (US DOL 2021) (see 
Table 2.8). 

In the European Union, the EC has launched a project substantiating 
‘green claims,’ with the intention of reducing ‘greenwashing’ by compa- 
nies who are trying to appear to be improving their ESG scores but avoiding 
substantive reforms (EC 2020d). Additional EC initiatives have showcased a 
willingness to allow ESG a central role within the legislative process, includ- 
ing a circular economy action plan (EC 2020a), the food system (EC 2020c), 
climate (EC 2020f), and additional disclosures (EC 2019a). Most recently, 
the EC presented its new Sustainable Finance Package, intended to help 
improve the flow of money toward sustainable activities across the Euro- 
pean Union, including proposals for new corporate sustainability reporting 
and revisions to previous rules for sustainability reporting and assessments 
(EC 2020b, 2021). Finally, pensions and other institutional investors have 
continued to boost commitments to ESG investing. For instance, the Capital 
Group (2021), TIAA, (Segal 2021), BlackRock (Williamson 2020), and oth- 
er asset managers have announced plans to go ‘all-ESG’ and achieve future 
carbon neutrality in their investments. 


Looking Ahead: Challenges for Pensions 


Four forces are leading to the convergence of E, S, and G for pension 
managers, along with the integration of sustainable considerations into 
asset owners’ and asset managers’ investment processes: economic transfor- 
mation and accompanying social movements; the emergence of universal 
owners; stakeholders and small shareholders; and improved information 
and analysis. Despite these trends, convergence and integration will remain 
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incomplete for several reasons that highlight challenges and directions for 
pensions and other institutions. 


Goals and objectives 


As we have seen, pension sponsors and their asset managers have increasing- 
ly recognized their roles as representing participants in universal ownership 
of public companies. There is less agreement on specific goals and objec- 
tives, often summarized as fiduciary responsibility. One remaining question 
regards the extent to which sustainability conflicts with returns; that is, how 
does sustainability conform to regulations requiring pensions to invest pru- 
dently on behalf of participants? Reflecting continuing confusion on this 
issue, the late 2020 US Department of Labor requirement that pensions 
must focus on returns and, by implication, that ESG considerations reduced 
returns, was rescinded by a new Administration in early 2021. We believe 
that it is likely that the US will eventually follow the European view that sus- 
tainability can affect investment risk, and that proper fiduciary responsibility 
must balance sustainability risks with return. 

Even with such a resolution, other questions remain, including, for exam- 
ple, the time dimension, or how much one should be willing to sacrifice 
short-term return to achieve long-term benefits. For example, an institutional 
investor may believe that a company with good short-term profit potential is 
undervalued, but that its long-term prospects are less attractive because of 
the nature of its business (e.g., tobacco or fossil fuels). Which is the better 
strategy: to avoid the company altogether, or own the company in the short 
run and determine when to sell it? 

A third issue has to do with participant heterogeneity. Pensions and oth- 
er financial institutions act for all participants and shareholders, but they 
need not all agree across all issues. One participant’s negative, such as own- 
ing alcohol distributors or military suppliers, may be another’s positive, 
and these differences may reflect both assessments of negative and posi- 
tive externalities, as well as emotional positions. In either case, they pose 
challenges for investment institutions in setting responsive policies. One 
interim approach is to focus on ESG issues that gain wide approval among 
participants and shareholders, such as we saw in South Africa divestiture, 
and currently in long-term policies to reduce exposure to fossil fuels. 

A fourth issue is other organizational constraints, including regulatory and 
other stakeholder concerns, affecting pension and institutional ownership. 
One such example is the series of EU regulations issued over the past decade 
under the sustainability banner. On the stakeholder side, unions, advocacy 
groups, and others using ownership stakes, shareholder meetings, and other 
mechanisms to pressure asset owners and managers are likely to continue 
encouraging investment institutions to focus on their preferred goals and 
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objectives. Yet constraints can also work in the other direction. For instance, 
in Japan, while the Government Pension Investment Fund has established 
environment-oriented investment programs and criteria, it has not done 
the same with respect to governance and social issues to date. We speculate 
that this may be connected to the interests and views of some of the largest 
domestic public companies. 


Analytical tools 


There is far from universal agreement on how to evaluate environmen- 
tal, social, and governance factors important to company disclosure prac- 
tices, performance standards, and investment evaluation. For disclosure, 
governments such as the EU and independent organizations such as the 
Sustainability Accounting Standards Board (SASB) are calling for more and 
better standardized company disclosure. Others, such as the International 
Organization of Securities Commissions (IOSCO), focus on performance 
standards to determine which activities can be considered more versus less 
sustainable (Eccles 2021a). In addition, we note that a wide variety of met- 
rics have been developed over the past several decades, and these do not 
always agree on what factors to consider, how to define those factors pre- 
cisely, and what weight should be given to each factor (e.g., Lee 2023). On 
the one hand, a lack of agreement provides opportunities for one investor 
with superior resources and skill to do a better job of securities analysis. On 
the other hand, analytical heterogeneity can limit or provide conflicting 
signals to companies as to what is expected of them regarding sustainable 
practices. Moreover, the design and choice of a measurement system reflects 
the sponsor’s sustainability goals and objectives, which, as we have seen, vary 
by institution. One can imagine that information users—institutional own- 
ers, government overseers, activists, and others—will eventually be able to 
agree on disclosure standards. Nevertheless, the largest universal owners 
will likely continue to refer to one or more widely available ESG measure- 
ment approaches, as well as their own proprietary metrics, for identifying 
and incorporating ESG considerations in securities analysis and portfolio 
construction. 


Institutional shareholder initiatives 


There is also general agreement on the benefits of, and necessity for, uni- 
versal owners to give voice to sustainability improvements in the companies 
they own. Nevertheless, there is less agreement on how to do so, and how 
interventionist to be, ranging from proxy voting, private communications, 
and initiating shareholder resolutions, to public campaigns, lobbying, and 
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lawsuits. TIAA and other institutions have pioneered programs that oper- 
ate on all these levels, and more universal owners may use these models as 
templates for their own engagement activities. 


Global standards and practices 


As we have seen, pensions and other financial institutions must operate 
within systems that include a variety of other powerful government and non- 
government actors. Regional and national regulators, both public (e.g., EU 
or US DOL) and private (e.g., SASB, FASB), are encouraging and/or requir- 
ing a consistent approach to accounting and disclosure, along with other 
practices that promise to affect sustainable behavior, both by companies and 
pensions. Other quasi-government (e.g., UN PRI) and non-governmental 
organizations will also, no doubt, continue to be active in promoting sus- 
tainability. And policies, practices, and levels of activism still vary across 
countries and regions. While international treaties and organizational ini- 
tiatives such as the UN PRI have made substantial contributions to increased 
consistency, policies and practices are unlikely to completely converge 
without additional international-level enforcement, either through peer 
pressure or actual regulation. Also, an open question remains as to who 
will be the final arbiter of international standards, practices, and behavior. 
Some have argued that investors should not be the final arbiter of corporate 
behavior (Eccles 2021b). 


Implications for Pensions 


In sum, while we can see movement toward convergence and integration 
among pensions and other institutional investors, there are forces or rea- 
sons why these developments are not yet, nor may not soon be, complete. 
We close with an assessment of the outstanding questions. 


Does further ESG progress require all investors to be on 
the same page? 

While pension investing is increasingly global, pension plans serve partic- 
ipants in specific countries, and in some cases, occupations or industrial 
sectors. This diversity of beneficiaries is likely to mean that specific ESG 
objectives and motivations will continue to vary. For example, while most 
appreciate the implications of global climate change, even there, impacts, 
concerns, and programs differ across regions and populations. Accordingly, 
complete convergence may be impossible or undesirable. 
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Similarly, integration of ESG considerations into all investments may be a 
goal for some investors, but not for others. The TIAA experience, for exam- 
ple, suggests that some participants would like 100 percent of their invest- 
ments to be driven by ESG criteria, while others favor less weight on ESG cri- 
teria. Progress can be achieved in a world with many actors—governments, 
pensions, other institutional investors, advocacy groups, etc.—and many 
tools for advancing ESG. In fact, such a world can encourage innovation 
and adaptation, if not always complete coordination. 


Who will make decisions? 


As noted above, full national and international convergence is unlikely 
regarding ESG disclosure, what data should be evaluated and how, and how 
to integrate this information into investment and engagement decisions. 
Pensions operate in a multilayered system where multiple public actors at 
the international, national, and local levels can claim authority over ESG 
policies affecting investments. Furthermore, pension participants, other 
shareholders, and other stakeholders in both the nonprofit and profit are- 
nas can also claim an interest in investment decisions, as we saw in the latter 
half of the twentieth century. For instance, one could imagine that as pen- 
sion assets continue to grow, particularly in China, the rest of Asia, and Latin 
America, those players will increasingly express their views and take action. 


Who ‘owns’ the big picture? 


There is no global ESG regulator, though many entities including govern- 
ments and independent agencies all have a voice; they also cooperate as well 
as compete to set the ESG framework and guide action. This includes inter- 
national pension consortia and even the very largest asset managers (e.g., 
BlackRock). To date it is unclear whether an effective global ESG ecosystem 
is necessary for the continued evolution of the investment industry, and if 
it is, who can direct such an ecosystem? 


What is the next unifying issue after climate change? 


In the modern ESG era, climate change has been the topic that has gener 
ated the most interest and agreement among asset owners, managers, and 
other investors. Given that addressing climate change requires committing 
resources to analysis, as well as large and sustained public and private action, 
it will continue to be the most visible ESG issue for the foreseeable future. 
Nevertheless, other ESG issues may also be candidates for unifying action, 
including what is now called economic equality (or inequality). Discussion 
of the equality issue goes back to the nineteenth century with concerns 
about workers, families, and consumers, along with regulation and social 
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programs to address these problems. Interest in economic equality has 
waxed and waned over the decades, but it has now reemerged with pro- 
posals to improve working conditions, raise children out of poverty, and 
reduce the nearly unprecedented gap between the rich and the poor pop- 
ulations. Increasing economic equality is not exclusively a challenge for 
government and nonprofit organizations, since companies also play a role 
through wages and benefits, working conditions, supply chain design, and 
environmental and investment policies. For this reason, one can imagine 
that proposals and programs to address inequality engage companies in the 
future. 

In any case, while these challenges remain, pensions and other asset own- 
ers can benefit from knowledge and experience gained from the evolution 
of ESG, deeper analytical and organizational resources, a more robust set 
of tools and initiatives, support (and constraints) from government and 
non-governmental organizations, and considerably more agreement among 
investors on goals and objectives. We anticipate that pensions will need 
to draw on these resources to address ESG concerns, both existing and 
emerging. 


Appendix 


‘Pre-Modern’ Era in Selected Countries 


United States 


The Progressive and Depression Eras’ reaction to concentrated wealth and the neg- 
ative externalities of industrialization did not just result in new government social, 
economic, and health protections for consumers, small businesses, and employees, 
such as strong regulatory agencies and support for strong unions and emergence 
of pensions. Later, government acted to require companies to provide pensions 
and to pay for publicly managed unemployment insurance. Notably, this period 
also produced protections for small shareholders, including major anti-monopoly 
policies, and court decisions that largely eliminated family pyramidal ownership 
structures, separated commercial from investment banking and limited the abili- 
ty of banks, insurance companies, pensions, and mutual funds to take a controlling 
interest in other companies (Becht and DeLong 2005). It did not, however, solve 
the agency problem, as hired managers directed company activities, with oversight 
by a board whose members were effectively chosen by management and approved 
through votes by dispersed shareholders. By the latter half of the twentieth century, 
most public companies featured a relatively high degree of managerial control and 
a relatively low degree of shareholder influence. 


Germany 


Worker and shareholder protections, as well as social programs, began in the late 
nineteenth century in Germany, with Bismarckian legislation establishing the first 
health insurance, publicly sponsored pensions and unemployment insurance, and 
union protections. These developments helped reduce negative externalities borne 
by workers and their families, and they enabled workers to band together to nego- 
tiate with corporate management. Nevertheless, as in the UK, France, and other 
countries, these initiatives were not driven by investor actions, but rather by workers 
themselves pressuring government and, through unions, companies (Fohlin 2005). 

In contrast, investors were more influential in German corporate governance, as 
Germany mandated a form of uniform accounting and reporting rules and a dual 
corporate board structure that prohibited overlapping members, features that exist 
today. However, German banks could still collect and vote proxies of sharehold- 
ers of companies underwritten by those banks, and companies themselves issued 
additional share classes favoring family control. Consequently, the larger banks and 
prominent families controlled an increasing percentage of the German stock mar- 
ket. Notably and perhaps remarkably, in 1938 a Nazi law was the first in the world 
to explicitly assign corporate responsibility to all stakeholders, not just sharehold- 
ers. However, family owners responded by shifting away from special share classes to 
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a pyramidal ownership structure (Fohlin 2005). Today, while diminished, German 
corporate governance continues to reflect bank and family control of companies. 


United Kingdom 


In the UK, early social programs were also the result of worker pressure on gov- 
ernment and, again through unions, on corporations, after the voting franchise 
was expanded several times in the nineteenth century. The original UK corporate 
structure was through grants of monopoly from the central government. In the late 
nineteenth century, not long after the first shareholder protections in Germany, 
UK legislation requiring greater company disclosure and making company directors 
liable for prospectus statements were both thought to have influenced a decline in 
family ownership of firms while supporting shareholder rights (Franks et al. 2005). 
Importantly, in the name of employee and consumer protection, government own- 
ership of prominent industries advanced during WWII and then reversed in the 
1980s, with the Thatcher government’s emphasis on shareholder rather than gov- 
ernmental control. By the late twentieth century, UK corporate governance came to 
resemble more closely the US version, with strong management, a somewhat weaker 
board, dispersed ownership, and regulatory oversight. 


France 


With a long history of financial market crises, France relied relatively little on banks 
and the stock market as it industrialized. Instead, both France and Italy followed the 
pattern in Germany and the UK, where investors were not instrumental in demand- 
ing social reforms. Firms tended to finance new investment largely out of earnings, 
thus favoring family control, which was further encouraged through inheritance laws 
as well as close government connections with family members. Like the UK, follow- 
ing WWII the French government took a controlling interest of major industries, 
such as transport, energy, and others, in order to promote employee and consumer 
interests. It also established a dual board structure with worker representation on 
the supervisory board. As in the UK, the French government later divested some of 
its industrial holdings, but maintains some of the strongest worker protections of 
any industrial country (Murphy 2005). 


Italy 


Italy’s major banks collapsed in the early 1930s, after which the central government 
assumed ownership and separated investment from commercial banking. Similar 
to the UK and France, after WWII the government owned and directed invest- 
ment in capital intensive industries, propped up failing firms and used industrial 
policy to support development in southern Italy. It also supported the rise of family- 
controlled firms through the provision of capital and a lack of regulatory objections. 
Many family firms remained privately owned, while publicly traded companies were 
family-owned pyramids. By the 1990s, rising debt loads and poor performance 
among government-owned firms forced a round of privatization and more dispersed 
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shareholding, giving rise to demands for better shareholder protections (Aganin 
and Volpin 2005). 


The Netherlands 


The Netherlands has the oldest stock market in the world, but by the nineteenth cen- 
tury its development lagged due to a hangover from a series of bubbles and crises 
and a French-influenced aversion to bank financing. As in France, family-owned 
firms predominated, with financing from retained earnings. In the twentieth centu- 
ry, the use of public shares and long-term bank loans grew as family dominance gave 
way to management control. Although Dutch firms are required to have a two-tier 
board structure, shareholders had little say in board membership. Moreover, inter- 
locking directorates, super- and preference-voting shares, income trusts, and other 
measures reinforced management control. While workers were not as influential in 
the Netherlands as in Germany, they did have a voice, both in corporate policies 
and through government worker protections. For example, industry-based funded 
pensions proliferated after WWII (CEPS 1995). 


Japan 


After emerging from self-imposed isolation from the international economic system 
in the late nineteenth century, Japan’s government worked to catch up by funding 
the development of major firms, which were then consolidated into large family- 
controlled conglomerates. In the 1930s, the military took effective control of these 
firms, but after WWII, the US wrested control away from government and families to 
create widespread ownership. However, in response to takeover fears, Japan’s large 
public firms developed the system of persistent interlocking cross corporate hold- 
ings. Social benefit programs began for the military at the turn of the century, and 
over the years expanded to other employment sectors, so that by the 1970s health 
insurance was universal and retirement was supported by a combination of public 
and private insurance. Unions were not a strong force in this period. 


Notes 


1. A pyramid ownership structure separates rights to a firm’s cash flows from voting 
rights. In this case, a family uses a firm where it has controlling interest to set 
up one or more firms controlled by the first company, but with dispersed stock 
ownership as well. The first firm can capture a large percentage of the new firms’ 
revenues but leave any losses at the level of the new firms. In this way the family 
can access the entire amount of the retained earnings of the first company, which 
can include the captured firms’ revenues. 

2. In 2005, the IRRC was sold to Institutional Shareholder Services and the IRRC 
Institute, a research center now housed at the University of Delaware, was created 
with the proceeds. 

3. In particular, see SEC 17 CFR 240.14a-8 rule governing shareholder proposals. 
An explanation can be found from the Legal Information Institute (2021). 

4. Based on authors’ interviews with current and former staff of CalPRS, CalSTRS, 
and TIAA-CREF. 
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Chapter 3 


The Origins of ESG in Pensions 


Strategies and Outcomes 


Stéphanie Lachance and Judith C. Stroehle 


On November 23, 2020, the CEOs of the eight largest Canadian pension 
funds—the so-called ‘Maple 8’—made a public pledge about their com- 
mitment to ‘creating more sustainable and inclusive growth by integrating 
environmental, social and governance (ESG) factors into our strategies and 
investment decisions.’ Arguing that this was not only the correct thing to do, 
they also stated that this ‘is an integral part of our duty to contributors and 
beneficiaries [which] will unlock opportunities [... and] deliver long-term 
risk-adjusted returns’ (PSP Investments 2020a: 1). A similar open letter was 
issued only six months earlier, in March 2020, by the then-leaders of three of 
the world’s largest pension funds: the California State Teachers’ Retirement 
System (CalSTRS), the Japanese Government Pension Investment Fund 
(GPIF), and the largest UK pension fund, the Universities Superannuation 
Scheme (USS). Here, the three giants outlined that ‘if we were to focus pure- 
ly on the short-term returns, we would be ignoring potentially catastrophic 
systemic risks to our portfolio,’ and underlined how ‘asset managers that 
only focus on short-term, explicitly financial measures, and ignore longer- 
term sustainability-related risks and opportunities are not attractive partners 
for us’ (GPIF 2020: 1). 

These statements tell us that pension funds can have many good rea- 
sons to embrace a sustainability lens in their investment practice, and that 
they are increasingly—and publicly—willing to do so. A main driver of the 
move to embrace ESG in pensions is the inherent need for long-term man- 
agers of corporate risks and opportunities to live up to their responsibilities 
as intergenerational stewards of capital. Nevertheless, the particular struc- 
ture of pension funds creates both advantages and disadvantages for the 
adoption of sustainable finance practices and the integration of ESG. While 
asset owners are often hailed as the ultimate enablers of a sustainable transi- 
tion on the financial market,! in many instances, pension funds do not live 
up to this expectation. In particular, pension managers must consider how 
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to include ESG, given their primary mandate and fiduciary duty to secure 
long-term financial returns for their beneficiaries. Accordingly, pension 
managers seeking to integrate ESG must operate within a web of pension 
regulation, the legal interpretation of fiduciary duty, and the organizational 
characteristics of pensions. 

To analyze these institutional and organizational enablers and inhibiters 
of ESG integration in pension funds, we employ the notion of ‘social ori- 
gins’ (Eccles and Stroehle 2018; Eccles et al. 2019) in our review of the 
historical and structural characteristics of the pension sector. Social origins 
are defined as a combination of the historical and organizational origins 
of actors that condition the social construction and use of often-vague con- 
cepts, such as ESG, within them. In our analysis, we mostly focus on large 
public and private sector pension funds. By drawing on existing literature 
and primary interview data, we seek to identify the characteristics and capa- 
bilities of these funds that help or impede them in contributing to a larger 
sustainability agenda within their mandate. To do so, we focus on three 
levels of analysis: the institutional level, which discusses historical and reg- 
ulatory policy embedded within the interpretation of fiduciary duty; the 
organizational level, which reviews how investment mandates are translated 
into policies, governance structures, and collaborations; and the portfolio 
level, which reviews investment strategies and asset allocation, relationships 
with asset managers, and pension funds’ stewardship activities. While draw- 
ing on the larger literature about sustainability in pension funds, we focus 
our review on the pension systems in Canada, the US, and the UK. An in- 
depth case study of the Canadian Public Sector Pension Investment Board 
(‘PSP Investments’ or ‘PSP’) supplements this structural comparison with 
more detailed and practical insights. 

Ultimately, our question is: what is it that makes these funds so well- 
positioned to drive a wider integration of ESG, and why is this potential 
only partly being realized to date? Accordingly, our research seeks to draw 
attention to both the potential that pension funds have in disseminating 
good practice in the wider investment community, and the inhibiting factors 
relevant to this system. 


Pensions in the Twenty-First Century 


A growing body of literature discusses how and why ESG is a potentially 
important source of information for the investment decisions made by pen- 
sion funds. Much of this debate frames ESG as a tool that helps address the 
growing risks that have arisen globally, such as climate change and income 
inequality, alongside the realization that sustainability-related systems-level 
challenges can and will have a material impact on market financial stability. 
The integration of ESG factors in investment decision-making is then meant 
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to hedge against this risk, while at the same time being potentially able 
to identify companies with a higher growth and performance potential 
(Bender et al. 2018). 

To verify this, studies have reviewed the use of ESG in pensions’ asset allo- 
cation strategies (Hawley and Lukomnik 2018; Alda 2019), their fiduciary 
duty and responsibility toward beneficiaries (Hoepner et al. 2011; Ambacht- 
sheer and Bauer 2013; Bird and Gray 2013), their different schemes 
(Hoepner etal. 2011), and their investment horizons (Ambachtsheer 2014; 
Kecskés et al. 2020). Since many pension funds manage their assets, at least 
in part, externally, there is also a growing interest in how ESG features in 
pension funds’ mandates to their asset managers (ICGN 2012). Further 
more, the relationship between pensions and sustainability is also consid- 
ered in broader debates such as the universal ownership thesis (Monks and 
Minow 2004; Urwin 2011; Quigley 2019a, 2019b), moral relativism (Eabrasu 
2018), collective action (Woods 2011; Gond and Piani 2013), the politiciza- 
tion of investors (Clark and Monk 2011) and in debates around the tragedy 
of the commons (Kiernan 2007). 

In parallel to the increasing importance of ESG, two important struc- 
tural developments have influenced the pension industry. Firstly, the size 
of pension funds has grown significantly since the 1990s, correspondingly 
expanding the influence these funds have on the larger economy (Johnson 
and De Graaf 2009). Secondly, many funds are transitioning from defined- 
benefit (DB) to defined-contribution (DC) plans (Fabian et al. 2023). Both 
developments have important implications for a potential integration of 
ESG. 


The size of pension funds 


According to a study of the Thinking Ahead Institute in 2020,” the value 
of assets under management in the pension funds of the 22 major retire- 
ment countries were on average equivalent to 62 percent of the GDP of 
their home countries. In Canada, the UK, and the US, these numbers are 
even higher, with 90.5 percent, 108.7 percent and 85.8 percent respectively 
in 2019,° highlighting just how important pension saving is in these mar- 
kets. Globally, pension funds are worth just over US$50 trillion. In terms of 
equity holdings, pension funds in the US held shares representing approxi- 
mately 21 percent of the US equity market and 11 percent of global equities. 
Canadian and UK pension funds held shares equivalent to approximately 19 
percent and 8 percent, respectively, of their national equity markets value.* 

Due to their size, pension funds have an important and expanding influ- 
ence on the capital markets (Johnson and de Graaf 2009), and are often 
described as the archetype of universal ownership. This is particularly true 
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for large public sector funds (Fabian et al. 2023). Universal owners are com- 
monly defined as large diversified institutional investors who have a long- 
term investment horizon (Quigley 2019a). In the ESG debate, the notion 
postulates that these institutions must take into account externalities, both 
across their (usually global) geographical portfolios, and in accordance with 
intergenerational equity (Urwin 2011). In line with this, Clark and Monk 
note that pension funds, “by reason of their size, hold such significant stakes 
in the market for traded securities that portfolio diversification is not an ade- 
quate means of risk management’ (2010: 1731). Academics have therefore 
suggested that pensions take a systems-level approach in investing (Hawley 
and Lukomnik 2018), to use their size for influence through active (even 
activist) stewardship of companies (Quigley 2019b), and to make use of their 
collective power in lobbying for change, both through the investment chain 
and at the policy level (Gond and Piani 2013). 


Transition from DB to DC 


Over the last 30 years, a large majority of pension funds has shifted away 
from the traditional DB model, which provided benefits based on workers’ 
salaries and lengths of service, toward DC plans, where contributions are 
made to investment accounts and funds are paid as benefits upon retire- 
ment (Fabian et al. 2023; Thurley and McInnes 2021). While this shift 
has been more marked in the private, compared to the public, sector, the 
trend is likely inexorable. This leads to concerns around the possibility of 
integrating ESG into retirement systems, as most DC plans do not offer a 
sustainability fund. In the US, for example, only 2.8 percent of 401(k) plans 
in the US offered an ESG fund on their menus as of 2018 (Plan Sponsor 
Council of America 2018). This is likely due to concerns about fiduciary duty 
and conflicting regulatory policy, both of which led to confusion about the 
legality of pension products incorporating ESG (Fabian et al. 2023). Since, 
in practice, most plan participants tend to stick with the fund into which 
they are defaulted when they join a plan, the creation of an ESG default 
option could be a useful place to start (The Pensions Regulator 2021). To 
date, however, ESG default options are largely non-existent in DC plans. 


ESG Strategies and Outcomes in Pension 
Funds 


When reviewing ESG strategies and outcomes, one needs to keep in mind 
that the ESG concept and the underlying data are used in different ways. For 
instance, many believe that the inclusion of ESG in investment decisions is 
critical for pension funds’ long-term risk management and financial sustain- 
ability, yet there is no unique pathway by which this can be accomplished. 
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For instance, plans may distinguish between risk-focused use of ESG, finan- 
cial value-seeking ESG strategies, strategies based on normative principles, 
and those seeking positive social impact (Eccles and Stroehle 2018; Giese 
et al. 2019). Many investors will use a combination of these approaches; 
for instance, some could exclude morally sensitive sectors while simultane- 
ously electing a long-term value-seeking strategy through ESG integration. 
Figure 3.1 provides an overview of the range of choices that investors 
may confront when seeking to include ESG in their investment decision- 
making. 

Because these strategies have fundamentally different motivations, their 
logic can be contradictory. For example, exclusion is under heavy debate, 
because it has been proven to have financial downsides (Atta-Darkua et al. 
2020); at the same time, there is no real proof for its effectiveness in pushing 
firms to act in a more sustainable manner (Kölbel et al. 2020). ESG integra- 
tion, on the other hand, seeks a financial upside—an objective that can be 
complemented with a simultaneous exclusion strategy. Due to this, there 
is an increasing call to embrace stewardship and engagement, instead of 
exclusion as a strategy. Engagement is argued to be a more effective tool for 
creating behavioral changes in companies, therefore inducing both a posi- 
tive impact on the world and creating a financial upside (Blitz and Swinkels 
2020; Broccardo et al. 2020). 


Responsible Investing Impact Investing 

Responsible investment is a strategy and practice to Impact investments are investments made with the 
incorporate environmental, social, and governance (ESG) | intention to generate positive, measurable, social, and 
factors in investment decisions and active ownership.' environmental impact alongside a financial return.” 


| Responsible Investing | 
Impact Investing 


Avoid harm and mitigate ESG risks 


Pursue ESG opportunities 


generate positive change 


Figure 3.1 The spectrum of choices for investors 


Source: Authors’ elaboration of Information and classification based on (1) UN PRI (2021a), 
and (2) GIIN (2021). 
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Pension Origins and Key Characteristics 
for ESG Integration 


Based on our literature review, numerous expert interviews we conducted 
(see this chapter’s Appendix), and case studies, we next discuss pension 
fund characteristics which appear to be particularly important for the 
adoption of ESG practices. The three levels on which we focus are the institu- 
tional, organizational, and portfolio levels. Figure 3.2 summarizes the elements 
discussed. 


The institutional level 


This level sets the legal boundaries to a pension fund’s ability to integrate 
ESG. This ability stems from the historical origins of pension funds, their 
regulatory embeddedness, and the interpretation of fiduciary duty by the 
regulator. Historically, pension funds have been heavily influenced by social 
and political developments in their respective home countries, resulting in a 
diverse landscape of national pension systems around the world (Hammond 
and O’Brien 2023). The first pension system leads back to the German 
Empire in the late nineteenth century, when Chancellor Otto von Bismar- 
ck passed the Old Age and Disability Insurance Bill in 1889. In the UK, 
the Old Age Pensions Act of 1908 was the first piece of legislation that 
awarded pensioners aged 70 or above a basic allowance (Filgueira and 
Manzi 2017). The motivation of these early pension systems was driven 


Historical Origins Regulatory 
Shape Pension Systems at Embeddedness & System-level 
Global, Regional and Legal interpretation of characteristics 
Nation Level Fiduciary Duty 
Determine level of 
ambition possible 
when considering 
ESG for: 
v 
Corporate Investment Policy & : F dae 
Governance & Legal essai eee amii Organization-level 
Leadership of Fiduciary Duty X application 
Define whether 
and how ESG is 
considered within: 
Y 
A A Stewardship Asset manager Investment Porfolio-level 
sset mix s 5 : strategy p er 
activities relationships : : characteristics 
implementation 


Figure 3.2 Characteristics of pensions relevant for ESG 


Note: This framework illustrates aspects of the institutional, organizational, and portfolio level, 
without a comprehensive representation of activities at each level. Source: Authors’ elaboration. 
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by the Industrial Revolution and the growing importance of the working 
classes, which required governments to alleviate old-age poverty in light 
of rising life expectancies and failing familial support structures (Filgueira 
and Manzi 2017). 

Much of today’s debates around the structure and purpose of pen- 
sions, however, have their origins in the 1990s, when there was mounting 
uncertainty about the financial sustainability of the ‘Pay-As-You-Go’ public 
pension system in many of the OECD markets. As life expectancy rose and 
seniors comprised a greater share of the population, this triggered a debate 
about the funding of the pension plans as well as the move from DB to DC 
plans (Thurley and McInnes 2021). Eduard van Gelderen, Senior Vice Pres- 
ident and Chief Investment Officer at PSP, described the shift in thinking 
related to this, saying that: ‘there was a growing realization that pension 
capitalism was actually social capitalism, [...] and so early questions about 
stewardship and governance became questions about how to create a better 
world for pension plan members.’ 

Despite such shifts in thinking, integration of ESG-related considerations 
into pension fund management has made slow progress, encouraged by 
several national and international developments. The 2008 financial cri- 
sis, for example, gave rise to concerns about the stability of the financial 
market. In addition, platforms such as the United Nations (UN) Global 
Compact in 2000, and the UN Principles of Responsible Investing (PRI) 
in 2006, generated new pressure encouraging ESG considerations. In some 
jurisdictions, increasing stakeholder pressure also played a crucial role. In 
the UK, for example, several social movements accelerated the conversation 
around ESG in the late 1990s, where organizations such as Ethics for USS® 
specifically targeted pension funds to include environmental and social con- 
siderations into their investment decisions. As a response, USS adopted a 
sustainable investment policy in 1999. 

Due to different historical experiences, pension regulation has evolved 
very differently in the three markets studied. In the US, the Employee 
Retirement Investment Security Act (ERISA) is cited as a challenge for pen- 
sion funds seeking to integrate ESG factors, particularly in DC plans, as it 
gives little to no guidance on how this can be done (Fabian et al. 2023). 
To address this, a bill to amend ERISA was introduced by the Democrats in 
the Senate and House in May 2021, seeking to require that plans would 
have to consider ESG factors in a prudent manner consistent with their 
fiduciary duties (US Senate 2021). In the UK, the 2006 UK Corporate 
Governance Code and the 2021 UK Stewardship Code underscored the 
linkage of fiduciary duty and ESG as long-term risk factors. Additionally, 
since 2019, legislative measures from the UK Financial Conduct Authori- 
ty (FCA) required pension trustees to set out in their investment policies 
how they include ESG considerations in investment decisions (Webb and 
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Brown 2019). Finally, in Canada, according to Section 78(3) of the Ontario 
Pension Benefits Act, Province of Ontario-governed pension plans have 
been required, since 2016, to state ‘whether environmental, social, and 
governance (ESG) factors are incorporated into the plan’s investment poli- 
cies and procedures, and if so, how they have been incorporated.’ As of 
now, only Ontario-governed pension plans and a few public sector pen- 
sion plans have equivalent obligations. The Canadian regulatory authorities 
have not yet adopted the equivalent of a Canadian Stewardship Code for 
investment fiduciaries, but the Canadian Coalition for Good Governance,’ 
an important voice on governance matters in Canada, published in 2017 
seven stewardship principles that align with similar codes or principles in 
other countries, while reflecting on the unique nature of Canada’s capital 
markets. These principles, supported by many large institutional investors, 
were intended to help institutions, investing in Canadian public equities, be 
active and effective stewards of their investments. 

How pension plans can and want to consider ESG in investment decisions 
is highly dependent on the interpretation of fiduciary duty, both by the reg- 
ulator and by the financial institution itself, a conclusion which regulates the 
relationship of a fund with its key stakeholders (Clark 2004; Clark and Monk 
2011). Because pensions have a delegated authority to watch over their 
beneficiaries’ retirement income with an intergenerational mandate, their 
fiduciary duty and legal constraints differ from other institutional investors. 
Yet, while the concept of pension manager fiduciary duty is grounded in a 
relatively stable set of legal principles, the interpretation of fiduciary princi- 
ples can be quite dynamic, evolving with ‘societal expectations’ in the past 
(Wood 2011). Recently, for example, the Canadian Business Corporations 
Act (CBCA)-Section 122 (1.1) was amended to codify the long-standing 
common-law principle that directors and officers of CBCA corporations are 
not required to consider only the interests of shareholders when acting in 
the best interests of the corporation. Instead, they may also consider, among 
other factors, the interests of employees, the environment, and the long- 
term interests of the corporation. Hawley et al. (2011) stress the need to 
rethink the concept of fiduciary duty. 

To more closely link intergenerational timeframes of pension fund man- 
dates with the interpretation of fiduciary duty, some contend that ‘pension 
sector leaders should have a legal obligation to look beyond tomorrow, 
and to focus the capital at their disposal at the long term’ (Ambacht- 
sheer 2014: 9). Richardson and Peihani add that this can ‘create leverage 
to require trustees to be considerate of the needs of future pension plan 
retirees, decades from now, who may be impacted by changing econom- 
ic and environmental conditions’ (2015: 450). Yet where an expanded 
legal definition of fiduciary duty already exists, as is true for some, not 
all, types of pensions in common-law countries, implementation is usually 
unmonitored and unaudited, often without impact on investment decisions 


(Quigley 2019a). 
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The organizational level 


This level of pension funds is embedded in and shaped by the regulatory 
environment, as described above. Ultimately, the regulatory environment 
decides on the level of ambition that a pension fund can have when inte- 
grating ESG. We find that the regulatory environment of pensions is not 
always a supporting factor for the integration of ESG, and that pensions 
confront strict and narrow mandates, which often make it difficult for them 
to incorporate factors other than those of a financial nature. Leadership 
and corporate governance, the investment policy of a fund, and fund man- 
ager willingness to advocate and collaborate are therefore key factors at the 
organizational level that determine a pension fund’s ability to incorporate 
ESG into investment decisions. The following section discusses this in more 
detail. 


Corporate governance and leadership 


Within the given mandate and legal structure of a pension fund, the cor- 
porate governance of a plan and its leadership can be vital catalysts for the 
adoption of sustainable investment strategies. While some legal mandates 
give pension boards and leadership very strict boundaries where they can- 
not purse ESG policies, others give them more freedom and/or impose 
certain responsibilities. Where the legal environment gives no clear guid- 
ance, proactive leadership from pension boards and executives can push 
and enable a sustainable investment agenda and strategy. In other instances, 
as in the UK, pension trustees cannot legally provide opinions or advice on 
a fund’s investment strategy. Still, their guidance and standpoint on long- 
term risk and sustainable development can help catalyze the right decision 
within a fund. 

At an organizational level, pension funds still face the inherent challenge 
of having a long-term commitment toward their members, while facing pub- 
lic and sponsor expectations of generating short-term returns. This tension 
requires a thoughtful investment policy, strategy, and a clear interpretation 
of fiduciary duty at the organizational level. 


Investment policy Pension funds are increasingly publishing investment 
policies, referring to ESG as one of many material factors. While this is 
mandatory in jurisdictions like the UK, this practice is also found in the US 
and Canadian pension markets. The Global Stewardship Principles from 
the International Corporate Governance Network (ICGN 2016) and guid- 
ance from the UN PRI (PRI 2021b) have clearly made it easier for firms to 
issue statements of investment policies and beliefs. While there are concerns 
about greenwashing and ‘box-ticking’ in instances of mandatory inclusion 
of ESG in policies (Webb and Brown 2019), these documents can provide a 
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good opportunity for boards and/or trustees to demonstrate that they are 
taking ESG risks and opportunities seriously. 

According to the PRI, ‘responsible investment can be integrated into 
investment policies in many ways, including high-level public statements, 
codes of business practice, a standalone responsible investment policy or 
by embedding responsible investment considerations into an organization’s 
main investment policy’ (PRI 2021a). A sustainable investing policy or strat- 
egy therefore need not start with an ambitious zero-carbon commitment, 
but instead it can start with simply signaling awareness and willingness to 
be a responsible steward of capital. In this way, ESG is becoming increas- 
ingly relevant for the purposeful use of voting rights, influencing company 
strategies to ensure that pay is aligned, that there is quality disclosure (e.g., 
by supporting standard-setting), and that advocating for legislation enables 
long-term investing. The importance of policies also ties to our previous 
discussion of definitions of success regarding the use of ESG in investment 
decisions. Ideally, an organization’s responsible investment policy defines 
what this success looks like within a given legal structure. 


Collaboration and advocacy The notion of investor stewardship, as out- 
lined, for example, by the ICGN, highlights the importance of investor 
collaboration to enhance the outcome of stewardship activities, such as 
engagement with companies (ICGN 2016). The decision as to whether a 
pension fund is willing to collaborate with other institutional investors and, 
indeed, whether it will advocate for sustainability topics through lobbying or 
endorsement activities, must be made at an organizational level and depend 
on the openness and interest of a fund’s leadership in ESG. 

Indeed, pension funds are no stranger to collaborations with other 
market participants. Via global forums such as the Net-Zero Asset Own- 
er Alliance, to more local groups such as the Maple 8, pension funds can 
increasingly communicate, share best practices, and collaborate. Yet due to 
their limited resources, not every pension fund can get involved in every 
collaboration or lobby for every relevant piece of legislation. Neverthe- 
less, carefully chosen collaboration can actually increase efficiency, and 
well-placed advocacy can have spillovers. 

On the advocacy side, public sector pension funds can collaborate with 
policymakers as well. The Maple 8, for example, met with the Canadian secu- 
rity regulators to engage on proxy voting. Furthermore, pension funds may 
support frameworks or organizations that they see as useful for advancing 
sustainable finance practices on a global level. CalPERS, for example, has 
taken a public stand to support various initiatives of sustainability disclosure 
standardization such as the IFRS consultation and the consultation on the 
Value Reporting Foundation (CalPERS 2020a; CalPERS 2020b). In 2021, as 
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another example, ten Canadian pension funds offered public comments on 
the SEC Climate Change Disclosure Consultation (US SEC 2021). 


The portfolio level 


Under the assumption that interpretation and guidance from board and 
leadership allow for considerations of sustainable finance, we next turn to 
several factors important for ESG integration at the portfolio level. 


Investment strategy and asset mix Pension funds are usually highly diver- 
sified funds that invest in public market bonds and equities and, increas- 
ingly, they make substantial allocations to private equity, real estate, and 
infrastructure investments. A 2020 study from Mercer UK showed that, on 
average, European pension funds had invested 22 percent in public equity, 
47 percent in growth fixed income, 53 percent in real assets, and 14 percent 
in private equity. The same survey found that in 2020, 88 percent of these 
funds had considered integrating ESG into their investment policy, up 20 
percent from the year before. ESG integration in multiple asset classes is 
therefore a current challenge for pension funds and their managers. 

ESG integration in investment has its origins in the public equity markets 
(Eccles and Stroehle 2018), yet these discussions have increasingly become 
relevant in the fixed income and private equity markets as well (Schroders 
2020). Integrating ESG considerations into these different asset classes, 
however, requires different approaches and a deep understanding of how 
each of these markets work. For example, the need to move with agility 
varies by investment. In public markets, for instance, investments tend to 
be liquid and stewardship tools, such as voting and engagement, permit 
investors to try to influence a company’s direction (at least to some extent). 
Investors in public companies can generally react by selling their stock if, 
for example, concerns about long-term value or sustainability risks emerge. 
Of course, this is only true if the stock is not held in an index or index 
replication strategy. 

In private markets, by contrast, and particularly in private equity, invest- 
ments tend to be less liquid. Accordingly, pension funds must carefully 
assess the risk and long-term strategy of each holding. ESG considerations 
in private investments can therefore be useful when assessing private assets 
and the need for continuous stewardship. Moreover, many investors have 
traditionally held private equity for their high financial returns, with ESG 
not being a priority, but this is starting to change significantly (Zaccone 
and Pedrini 2020). Additionally, General Partners managing private equity 
funds are gradually integrating ESG into their investment and asset man- 
agement decision-making; some have even launched ‘impact funds,’ which 
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focus specifically on the creation of positive social impact, though these are 
still niche products. 

In fixed income investments, ESG can inform a negative or positive 
screening of the investment universe, or flow into the fundamental anal- 
ysis of an issuer. In this regard, ESG integration into fixed income can 
resemble the public equity side. Nevertheless, ESG in fixed income is meant 
to inform about a potential credit risk. Accordingly, the issues impor- 
tant for a fixed income analyst may be very different to those that are 
important to shareholders (CFA Institute 2019). So, while an investor may 
choose to divest from a company on the public equity side (e.g., due to 
an ESG scandal), there may be incentives to simultaneously buy the bonds 
of the very same company. This highlights how tradeoffs between finan- 
cial and ESG considerations are structured differently in different asset 
classes. 


Relationships with asset managers Pension funds have the choice either to 
manage their assets in-house, or to hire asset managers to manage their 
assets externally. Either way, the balance is struck between cost and return, 
where the higher cost of an outside manager is anticipated to be offset 
by a higher expected investment return. Most recently, the trend toward 
external managers has stalled. In the US, for example, larger state and pub- 
lic pension funds have returned to managing at least part of their assets 
in-house (Aubry and Wandrei 2020), often driven by concerns about the 
fees of these managers and related after-fee returns. If assets are internal- 
ly managed, the pension fund can, within its mandate, have full discretion 
over ESG integration. When assets are externally managed, the UN Princi- 
ples of Responsible Investment suggest that pension funds integrate their 
sustainable investment priorities into manager selection, appointment, and 
monitoring (UN PRI 2013). 

The choice of internal versus external management in different asset 
classes will impact how much direct influence a pension fund can have over 
how ESG is integrated into investment decisions. Pension funds can out- 
source everything from portfolio construction and investment decisions, to 
engagement with holding companies and proxy voting. The selection of 
an asset manager for these activities is therefore important from an ESG 
perspective. An early alignment on ESG priorities and expectations about 
transparency, reporting engagement, and, when applicable, voting, are key 
to ensuring that ESG is taken into consideration in a way that fits with 
the pension fund’s investment policy. ESG factors can then also be inte- 
grated into the asset manager monitoring process, which catalyzes ongoing 
conversations and reviews. Furthermore, while pension funds are explic- 
it long-term owners and increasingly formulate expectations for long-term 
risk management, including ESG, their mandates to, and reviews of, asset 
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managers can in fact be quite short term. Accordingly, longer-term man- 
dates and performance reviews are needed to enable external managers to 
effectively manage the ESG priorities of their clients. 

Finally, in private equity, pension funds can sometimes have only a lim- 
ited effect on their managers. Currently, private equity funds are often 
oversubscribed, so General Partners (GPs) can often pick and choose the 
clients with whom they wish to work. This inhibits ESG conversations, as it 
reduces the ability of Limited Partners (LPs) such as the pensions buying 
into a private equity fund to negotiate disclosure requirements around new 
practices such as ESG. To this end, the International Limited Partner Asso- 
ciation represents one forum where a coordinated pension fund voice can 
help establish a process for the whole private equity industry. If every pen- 
sion fund were to require the same standard disclosure from GPs, it could 
very likely be a ‘game changer,’ much more so than sporadic and unco- 
ordinated LP requests. Additional groups, such as the UK Pension Coali- 
tion for Inclusive Capitalism and the International Corporate Governance 
Network, have called for standard contract formats for public external 
managers. 


Stewardship activities Finally, pension funds can use active ownership 
and engagement activities to exert their influence and to maximize both 
financial and ESG value. Stewardship and ESG integration can be linked 
and complementary activities integral to responsible investing (PRI 2021). 
According to the ICGN, stewardship is ‘the responsible management of 
something entrusted to one’s care. This suggests a fiduciary duty of care 
on the part of those agents (...) acting on behalf of beneficiaries, who are 
often long-term savers or members of pension funds’ (ICGN 2016: 4). Stew- 
ardship is meant to promote high standards of corporate governance, to 
preserve and enhance long-term value, and to enhance systemic market 
stability. 

Engagement—which is one tool used for stewardship—can enhance 
investment decisions, communicate concerns, and foster relationships and 
constructive conversations with companies about their ESG strategies. 
Eccles etal. (20219) outlined several strategies of engagement to be used for 
ESG interactions with issuers and holdings. Some are top-down, including 
conservative and opportunist engagements. Here ESG scores and topical 
lenses are used to screen the entire portfolio and engage laggards and 
leaders. Bottom-up strategies focus more on long-term, constructivist inter- 
actions that build relationships between the pension fund and companies. 
Alternatively, activist strategies can be used to address topics perceived 
as critical and neglected (Eccles et al. 2019). Overall, stewardship and 
engagement allow pensions to take ESG positions and actions. 
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A Case Study: PSP Investments 


To add depth to our analysis, we undertook an in-depth case study of 
PSP Investments in Canada, analyzing just how the fund’s historical ori- 
gins and organizational characteristics link to its understanding of ESG 
and its responsible investment strategy. PSP Investments is one of Canada’s 
largest pension investment managers: it is a Canadian Crown corporation 
that invests DB pension plan assets for the federal Public Service, the Cana- 
dian Forces, the Royal Canadian Mounted Police and the Reserve Force 
(the ‘Pension Plans’). As of March 31, 2020, PSP Investments had C$169.8 
billion assets under management. 


History and legal context of PSP Investments 


PSP has a unique mandate and a governance structure tailored to that man- 
date. To understand and appreciate PSP’s unique governance framework, 
it is important to consider the historical context that led to the creation of 
PSP in 1999. 

In the 1980s, the Auditor General of Canada released a series of reports 
on the finance and accounting practices associated with the various federal 
superannuation (pension) plans. Among the Auditor General’s recommen- 
dations was a proposal to have the funds for federal employees gradually 
invested in marketable securities, in order to provide a sound financial basis 
for future benefits. In the mid-1990s, Canada undertook an important pen- 
sion reform. The key driver for pension reform was concern surrounding 
the long-term financial sustainability of public pension plans in the face 
of the important expected pension payouts associated with an aging pop- 
ulation and retiree longevity. These payouts were predicted to rise higher 
than could be financed on the basis of the ‘Pay-As-You-Go’ model. PSP was 
therefore created in 1999 by an Act of Parliament (the Public Sector Pen- 
sion Investment Board Act) to invest the net contributions received from the 
Government from April 2000. Initially, this reform covered the Canadian 
Forces, the Public Service, and the Royal Canadian Mounted Police DB pen- 
sion plans; since March 1, 2007, it included the Reserve Force DB pension 
plan. PSP was given a clear statutory mandate and has operated at arm’s 
length from the Government of Canada. 


Mandate and nature of PSP Investments 


PSP’s mandate is to manage the pension funds transferred to it by the 
Government of Canada in the best interests of the contributors and ben- 
eficiaries, and to maximize investment returns without undue risk of loss, 
having regard to the funding, policies, and requirements of the Pension 
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Plans. The Government of Canada manages and administers the Pen- 
sion Plans, and PSP is the exclusive provider of investment management 
services to the Pension Plans. The rationale for creating the PSP was 
to help sustain the Pension Plans by investing the amounts contribut- 
ed in a professionally managed diversified portfolio of capital market 
investments. 


Review of the nature of the arm’ length relationship 


PSP’s business and activities are managed and supervised by a board of 
Directors (the ‘Board of Directors’) appointed by the Government. In 
managing and supervising PSP, the Board of Directors does not receive 
directives, mandate letters, or follow other instructions from the Govern- 
ment. Indeed, the Board of Directors alone establishes the PSP’s investment 
policies, standards, and procedures, although in doing so, the Board of 
Directors is required to have regard to the funding, policies, and require- 
ments of the Pension Plans and their ability to meet their financial obliga- 
tions. This is a factor differentiating PSP’s governance, compared to certain 
peers whose directors are not involved in the setting of investment policies, 
nor do they have approval authority over investment decisions. 


Investment approach 


In keeping with PSP’s legislative mandate, the Board of Directors annually 
approves the Policy Portfolio, which represents long-term target asset alloca- 
tion among broad asset classes. In addition to allocations to publicly traded 
equities and fixed income, PSP’s Policy Portfolio includes an important 
allocation to private asset classes, such as real estate, private equity, infras- 
tructure, natural resources, and credit investments. PSP is invested in both 
active and passive investment strategies managed in-house as well as by exter- 
nal managers and fund managers. PSP’s portfolio diversified in terms of 
asset classes, and also in terms of geography, making PSP a true universal 
owner. 


Responsible Investment at PSP Investments 
ESG at PSP Investments 


In 2018, the sponsors of the Pension Plans adopted a Funding Policy stat- 
ing an expectation that PSP would report in its Statement of Investment 
Policy Standards and Procedures, as well as other publicly available docu- 
ments, how ESG factors are incorporated into its investment practices (PSP 
Investments 2020b). It was the first time since PSP’s inception that PSP 
was provided with an expectation on ESG matters from the Pension Plans 
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sponsors. Nevertheless, PSP did not wait until 2018 to start its ESG jour 
ney. Rather, its first Social and Environmental Responsibility Policy—now 
known as the Responsible Investment Policy (PSP investments 2020b)—was 
adopted in 2001, and it has been regularly reviewed since then to adapt to a 
changing world and reflect its current practices. The earliest version of the 
policy read: 


In carrying out this duty [to discharge PSP Investments’ investment mandate], 
the board of directors recognizes that a broad range of factors may be relevant 
in assessing whether particular investments may properly be expected to con- 
tribute to or be detrimental to PSP Investments’ ability to achieve its objects and 
perform its duties. Among other things, the environmental and social impact 
of the behaviour of corporations and entities in which PSP Investments may 
invest may be one of a number of relevant factors that our investment profes- 
sionals would wish to take into account in making investment decisions for the 
[Pension] Plans. 

(...) 

To assist it in assessing the factors that guide and inform its investment deci- 
sions, PSP Investments encourages corporations and other entities in which it 
may invest to disclose regularly to their investors and potential investors the 
details of all policies, practices and matters that may be material to sharehold- 
er value. It is our view that reasonable and timely disclosure should be made by 
the corporations and entities in which we invest of their positions on all matters 
that may materially affect shareholder value. Where social and environmental 
issues are relevant and material, we would expect that they be included in that 
disclosure. All shareholders have a right to know about the activities of the cor- 
porations and entities whose securities they hold that are pertinent to the value 
of their investments. 


(PSP Investments 2001: 1) 


The direction set by the Board of Directors in 2001 was anchored in the 
belief that environmental and social matters were relevant to investment 
decisions, especially when they could affect PSP’s ability to provide for the 
financial benefit of the contributors to the Pension Plans and the Pension 
Plans’ ability to honor the pension promises made to their contributors. 
This belief was not imposed by pension plan sponsors or by regulation. 
Instead, it was shaped through dialogue and several discussions between 
the board and senior management regarding the success factors for a long- 
term investor. This underscores how leadership and governance have been 
key facilitators of ESG integration at PSP. On this foundation, ESG devel- 
oped from a risk management tool in 2001, to what is now an integrated 
investment decision factor. 
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Other ESG enablers and inhibitors 


It is useful to note that the lack of ESG-related regulations in Canada, either 
requiring the adoption of specific ESG practices or prohibiting ESG inte- 
gration, qualifies as an enabler of ESG policy. As opposed to a responsible 
investment approach being imposed by a regulator, it allowed for the devel- 
opment of an approach aligned with PSP’s mandate, its investment strategy, 
and its total fund perspective. This enabler helped in building a strong level 
of conviction about ESG risks and opportunities within the organization. 

Other key enablers of ESG implementation at PSP were related to the 
fund’s long-term investment mandate and asset mix. For PSP, moving into 
the ESG arena was seen as indispensable when investing in less liquid invest- 
ments such as private assets. Accordingly, PSP adopted an ESG strategy 
early on which would ensure that ESG factors would be integrated in the 
investment process, from both a risk and an opportunity lens. 

The COVID-19 pandemic has now amplified the importance of ESG 
issues for investors like PSP who seek greater transparency about how orga- 
nizations are managing their ESG risks and integrating them into their 
business strategy. PSP is committed to bridging the gap between an ESG 
qualitative narrative and quantitative factor-driven analysis. Furthermore, 
PSP seeks to address this inhibitor by collaborating with peers, industry regu- 
lators, academia, and investee companies. This is one of the reasons why PSP 
joined its voice with other Canadian pension plan investment managers, 
calling on companies and investors to provide consistent and complete ESG 
information to strengthen investment decision-making and better manage 
ESG risk exposures (PSP Investments 2020a). It was the first time that the 
CEOs of Canada’s eight leading pension plan investment managers issued 
a statement, but not the first time that these organizations collaborated to 
more effectively deploy resources and encourage ESG best practices. 


PSP Investments’ ESG strategy 


To take into account the world of tomorrow, PSP factors ESG risks and 
opportunities into its investment processes—with a view to enhancing per- 
formance, steering capital toward more attractive areas, and mitigating 
potential issues. As part of its investment analysis and decision-making pro- 
cesses, PSP identifies material ESG risks and opportunities that could impact 
its investments’ long-term financial performance. PSP also leverages its own- 
ership positions to promote good governance practices, by exercising its 
proxy voting rights and actively engaging with boards and management of 
investee companies on material ESG risks and opportunities. When PSP 
allocates a portion of its capital to externally managed mandates and fund 
investments in public and private market portfolios, it engages regularly 
with its external partners on ESG topics throughout the investment lifecycle. 
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To ensure that the ESG integration approach for each externally managed 
mandate and fund investment is consistent with its Responsible Investment 
Policy and expectations, PSP has developed an in-house proprietary assess- 
ment framework that evaluates and ranks by quartile the overall external 
managers’ and general partners’ ESG practices. The quartile ranking helps 
the board by prioritizing engagement, sharing of best practices, and mea- 
suring progress of ESG integration in investment decision-making and asset 
management over time. 

Responsible investment at PSP is an active process that addresses ESG 
factors across all asset classes. PSP’s investment teams evaluate ESG risks 
and opportunities in order to make more informed investment decisions, by 
the dedicated Responsible Investment group housed in their Chief Invest- 
ment Officer group. This group works to oversee and implement respon- 
sible investment activities across the total fund, provide guidance on ESG 
themes and trends, build internal capacity through ESG knowledge shar- 
ing, and collaborate with industry peers to drive systemic change on key ESG 
issues. 


Conclusion 


This chapter has discussed the origins of ESG in pensions by reviewing the 
characteristics of pension funds and how they can integrate these ESG fac- 
tors into investment decisions. Drawing on existing literature, a range of 
interviews, and an in-depth study of PSP Investments, we showed how dif- 
ferent institutional, organizational and investment factors play a role. We 
identified three levels for whether and how pension funds can integrate 
ESG: the institutional level, which sets the historical and regulatory context of 
the interpretation of fiduciary duty; the organizational level, which decides 
how investment mandates are translated into policies, governance struc- 
tures, and collaborations; and the portfolio level, which implements invest- 
ment strategies through asset allocation, the mandates to asset managers, 
and stewardship activities. 

When reviewing these characteristics, we note that pension funds are 
not a homogenous community. They have different mandates, legal envi- 
ronments, and governance structures to work with. Despite this diversity, 
pension funds share a common objective, which is to identify the best invest- 
ments or investment strategies to generate investment returns so as to be 
able to pay pensions to their beneficiaries for generations to come. In so 
doing, the inherent long-term investment time horizon and the diversi- 
fied portfolio structures are often seen as the two of the principal ESG 
enablers in pension funds, where the growing evidence about ESG mate- 
riality requires pension funds to integrate them as risk factors in investment 
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decision-making. How these factors will ultimately be taken into considera- 
tion must depend on discretion of the pension fund, governance structures, 
leadership, and the plan’s investment policy suitability for the fund’s asset 
mix. The freedom of pension boards and leaders to do this, however, can 
be restricted through a lack of clear guidance on ESG expectations from 
plan sponsors or regulators. Additionally, regulators can inhibit the integra- 
tion of ESG by placing large reporting burdens on pension funds, therefore 
making ESG an expensive use of resources. 

Finally, pension funds have grown to be powerful forces in the investment 
market, and they have an opportunity to further catalyze the market-wide 
integration of ESG factors. To do so, they should focus not on what differen- 
tiates them, but rather what they have in common. All pension funds have 
limited resources, yet collaboration and coordination can be key enablers 
for them to speak with one voice, and to make that voice heard more loudly 
and persuasively. Possible targets of such coordination, like disclosure stan- 
dards and standard mandates for external managers, can help facilitate a 
deeper integration of ESG in the entire investment chain. 
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Appendix 


Interviews conducted for this chapter: 


e PSP, Canada; January 2021 
e CalSTRS, United States; January 2021 
e Universities Superannuation Scheme USS, United Kingdom; January 2021 


Other Interviews also drawn on: 


e NYCC, United States; December 2020 
e OTTP, Canada; December 2020 

e PGGM, Netherlands; December 2020 
e AP2, Sweden; December 2020 

e AP3, Sweden; December 2020 

e AP7, Sweden; December 2020 

e AWARE, Australia; December 2020 


Notes 


l. 


See the discussion of the ‘Universal Ownership thesis’ in this regard, as, for 
example, outlined in Quigley (2019a; 2019b), also discussed below. 


. The markets included in this study are Australia, Brazil, Canada, Chile, China, 


Finland, France, Germany, Hong Kong, India, Ireland, Italy, Japan, Malaysia, 
Mexico, Netherlands, South Africa, South Korea, Spain, Switzerland, the UK, and 
the US. 


. See the OECD Global Pensions Database, https://stats.oecd.org/Index. 


aspx?DatasetCode=PNNI_NEW. 


. This is calculated from the value of the US equity market (12/2020: US$50.6 tril- 


lion), the global equity market (12/2020: US$95 trillion), and the equity-held 
percentage of pensions in the US (32.7 percent of US$32.2 trillion in 2019). 
In the UK, the sum is based on 11 percent of US$3.6 trillion EUM relative to 
US$5 trillion, and in Canada on 21.8 percent of US$2.8 trillion EUM relative to 
US$3.2 trillion. Data from Toronto Stock Exchange, OECD Pension Stats, and 
Bloomberg Finance. 


. Today part of the organization Share Action, see https://shareaction.org/ 


uss/. Being a catalyst for this type of activism, Ethics for USS also led to the cre- 
ation of the ‘Fair Pensions’ organization in collaboration with WWF, Amnesty 
International, and Friends of the Earth in 2005. 


. Representing the interests of institutional investors, the Canadian Coalition for 


Good Governance promotes good governance practices in Canadian public com- 
panies and the improvement of the regulatory environment, to best align the 
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interests of boards and management with those of their shareholders, and to 
promote the efficiency and effectiveness of the Canadian capital markets. 


References 


Alda, M. (2019). ‘Corporate Sustainability and Institutional Shareholders: The Pres- 
sure of Social Responsible Pension Funds on Environmental Firm Practices,’ 
Business Strategy and the Environment, 28(6): 1060-1071. 

Ambachtsheer, K. (2014). “The Case for Long-termism,’ Rotman International Journal 
of Pension Management, 7(2): 6-15. 

Ambachtsheer, K. and R. Bauer (2013). “Ten Strategies for Pension Funds to Bet- 
ter Serve Their Beneficiaries,’ Rotman International Journal of Pension Management, 
6(2): 44-52. 

Atta-Darkua, V., D. Chambers, E. Dimson, Z. Ran, and T. Yu (2020). ‘Strategies 
for Responsible Investing: Emerging Academic Evidence,’ The Journal of Portfolio 
Management Ethical Investing, 46(3): 26-35. 

Aubry, J.P. and K. Wandrei (2020). ‘Internal vs. External Management for State and 
Local Pension Plans,’ Brief, Center for Retirement Research at Boston College. 

Bender, J., T.A. Bridges, C. He, A. Lester, and X. Sun (2018) ‘A Blueprint for Inte- 
grating ESG into Equity Portfolios,’ The Journal of Investment Management, 16(1): 
44-58. 

Bird, R. andJ. Gray. (2013). ‘Principles, Principals and Agents,’ International Centre 
for Pension Management Working Paper. 

Blitz, D. and L. Swinkels (September 19, 2019). ‘Is Exclusion Effective?’ Forth- 
coming, Journal of Portfolio Management. Available at SSRN: https://ssrn.com/ 
abstract=3337779 or http://dx.doi.org/10.2139/ssrn.3337779 

Broccardo, E., O.D. Hart, and L. Zingales (April 22, 2022). ‘Exit vs. Voice.’ Har- 
vard Law School John M. Olin Center Discussion Paper # 1061, Available at 
SSRN: https://ssrn.com/abstract=3680815 or http://dx.doi.org/10.2139/ssrn. 
3680815 

CalPERS (2020a). Comment Letter to the IFRS. Sacramento, CA: CalPERS. 
https://www.calpers.ca.gov/docs/legislative-regulatory-letters /comment-ifrs- 
dec-31-2020.pdf. 

CalPERS (2020b). Comment Letter to SASB. Sacramento, CA: CalPERS. www. 
calpers.ca.gov/docs/legislative-regulatory-letters /comment-sasb-dec-3 11-2020. 
pdf. 

CFA Institute (2019). ‘Integrating ESG in Fixed-Income Investing.’ Interview with 
Kathleen Bochman. Charlottesville, VA: CFA Institute. www.cfainstitute.org/en/ 
research/multimedia/2020/integrating-esg-in-fixed-income-investing. 

Clark, G.L. (2004). ‘Pension Fund Governance: Expertise and Organizational 
Form,’ Issues & Policy, 3(2): 233-253. 

Clark, G.L. and A.H.B. Monk (2010). ‘The Legitimacy and Governance of Nor- 
way’s Sovereign Wealth Fund: The Ethics of Global Investment,’ Environment and 
Planning, 42: 1723-1739. 

Clark, G.L. and A.H.B. Monk (2011). ‘Partisan Politics and Bureaucratic Encroach- 
ment: The Principles and Policies of Pension Reserve Fund Design and Gover- 
nance,’ Working Paper, International Centre for Pension Management. 


The Origins of ESG in Pensions: Strategies and Outcomes 79 


Eabrasu, M. (2018). Moral Disagreements in Business—An Exploratory Introduction. 
Cham: Springer. 

Eccles, R.G. and J.C. Stroehle (2018). ‘Exploring the Social Origins of ESG Mea- 
sures,’ Oxford University Working Paper. 

Eccles, R.G., L.E. Lee, and J.C. Stroehle (2019). “The Social Origins of ESG? An 
Analysis of Innovest and KLD,’ Organizations & Environment, 3(4): 575-596. 

Fabian N., M. Homanen, N. Pedersen, and M. Slebos (2023). ‘Private Retirement 
Systems and Sustainability: Insights from Australia, the UK, and the US.’ In 
P.B. Hammond, R. Maurer, and O.S. Mitchell, eds., Pension Funds and Sustain- 
able Investment: Challenges and Opportunities. Oxford: Oxford University Press, 
pp. 199-219. 

Filgueira, F. and P. Manzi (2017). ‘Pension and Income Transfers for Old Age. Inter- 
and Intra-generational Distribution in Comparative Perspective,’ United Nations 
ECLAG, Social Policy Series, Santiago, Chile. 

Giese, G., L.E. Lee, D. Melas, Z. Nagy, and L. Nishikawa (2019). ‘Foundations of ESG 
Investing: How ESG Affects Equity Valuation, Risk, and Performance’ The Journal 
of Portfolio Management, 45 (5): 69-83. 

Gond, J.P. and V. Piani (2013). ‘Enabling Institutional Investors’ Collective Action: 
The Role of the Principles for Responsible Investment Initiative,’ Business & 
Society, 52(1): 64-104. 

GPIF (2020). ‘Our Partnership for Sustainable Capital Markets,’ Public State- 
ment, GPIF. www.gpif.go.jp/en/investment/Our_Partnership_for_Sustainable_ 
Capital_Markets.pdf. 

Hammond, P.B. and A. O’Brien (2023). ‘Pensions and ESG: An Institutional and 
Historical Perspective.’ In P.B. Hammond, R. Maurer, and O.S. Mitchell, eds., 
Pension Funds and Sustainable Investment: Challenges and Opportunities. Oxford: 
Oxford University Press, pp. 17-57. 

Hawley, J.P. and J. Lukomnik (2018). ‘The Third, System Stage of Corporate Gov- 
ernance: Why Institutional Investors Need to Move Beyond Modern Portfolio 
Theory.’ SSRN Working Paper. https://ssrn.com/abstract=3127767. 

Hawley, J.P., K.L. Johnson, and E. Waitzer (2011). ‘Reclaiming Fiduciary Duty 
Balance,’ Rotman International Journal of Pension Management, 4(2): 4-16. 

Hoepner, A., M. Rezec, and S. Siegl (2011). ‘Does Pension Funds’ Fiduciary Duty 
Prohibit the Integration of Any ESG Criteria in Investment Processes? A Realistic 
Prudent Investment Test,’ SSRN Working Paper. https://papers.ssrn.com/sol3/ 
papers.cfm?abstract_id=1930189. 

ICGN (International Corporate Governance Network) (2012). Model Contract Terms 
between Asset Owners and Asset Managers. London: ICGN. http://icgn.flpbks.com/ 
icgn_model-contract-terms_2015. 

ICGN (2016). Global Stewardship Principles: International Corporate Governance 
Network. London: ICGN. www.icgn.org/sites/default/files/ICGNGlobalStewar 
dshipPrinciples.pdf. 

Johnson, K.L. and FJ. de Graaf (2009). ‘Modernizing Pension Fund Legal Standards 
for the Twenty-First Century,’ Rotman International Journal of Pension Management, 
2(1): 44-52. 


80 Pension Funds and Sustainable Investment 


Kecskés, A., S. Mansi, and P.A. Nguyen (2020). ‘Does Corporate Social Responsibil- 
ity Create Shareholder Value? The Importance of Long-Term Investors,’ Journal 
of Banking © Finance, 112 (105217). https://www.sciencedirect.com/science/ 
article/abs/pii/S0378426617302273 

Kiernan, M.J. (2007). ‘Universal Owners and ESG: Leaving Money on the Table?’ 
Corporate Governance: An International Review, 15(3): 478-485. 

Kolbel, J.F., F. Heeb, F. Paetzold, and T. Busch. (2020). ‘Can Sustainable Investing 
Save the World? Reviewing the Mechanisms of Investor Impact,’ Organization & 
Environment, 33(4): 554-574. https://doi.org/10.1177/1086026620919202 

Mercer UK (2020). Investing in the Future — European Asset Allocation Insights 2020. 
Mercer UK. https://www.uk.mercer.com/content/dam/mercer/attachments/ 
private /6010897a-WE%20EAAS% 202020_FIN_KR. pdf. 

Monks, R.A.G. and N. Minow (2004) Corporate Governance. 3rd ed. Oxford: Blackwell 
Publishing Ltd. 

The Pensions Regulator (2022). The Pensions Regulator: Making Workplace Pensions 
Work. https://www.thepensionsregulator.gov.uk/ 

Plan Sponsor Council of America (2018). 63nd Annual Survey of Profit Sharing and 
401(k) Plans. Chicago, IL: Plan Sponsor Council of America. https://www.psca. 
org/research/401k/63rdAR. 

PSP Investments (2001). Responsible Investment Policy. Canada: PSP. 

PSP Investments (2020a). Companies and Investors Must Put Sustainability and 
Inclusive Growth at the Centre of Economic Recovery. Public Statement. Cana- 
da: PSP. https://www.investpsp.com/media/filer_public/documents/Nov_23_ 
Maple_8_CEO_statement_Updated_for_CEO_signatures_EN.pdf. 

PSP Investments (2020b). Responsible Investment Policy. Canada: PSP. https://www. 
investpsp.com/media/ filer_public/02-we-are-psp/02-investing-responsibly/ 
content-2/documents/Responsible_Investment_Policy.PDF. 

PSP Investments (2020c). Statement of Investment Policies, Standards and Procedures for 
Assets Managed by the PSP Investment Board. Canada: PSP. www.investpsp.com/ 
media/filer_public/07-contributors/00-main-page/content-5/SIPP_-_english. 
pdf. 

Quigley, E. (2019a). ‘Universal Ownership in Practice. A Practical Positive Invest- 
ment Framework for Asset Owners,’ Cambridge University Working Paper. 

Quigley, E. (2019b). ‘Universal Ownership in the Anthropocene,’ Cambridge Uni- 
versity Working Paper. 

Richardson, B.J. and M. Peihani (2015). ‘Universal Investors and Socially Responsi- 
ble Finance: A Critique of a Premature Theory,’ Banking and Finance Law Review, 
30(3): 405-455. Available at SSRN: https://ssrn.com/abstract=2726381 

Schroders (2020). Institutional Investor Study. Sustainability. London: Schroders. 
www.schroders.com/en/hk/institutional-service /insights/institutional-investor- 
study-2020/sustainability/. 

Thinking Ahead Institute (2020). Global Pension Asset Study. Arlington, VA: Think- 
ing Ahead Institute, Willis Towers Watson. https://www.thinkingaheadinstitute. 
org/research-papers/global-pension-assets-study-2020/. 


The Origins of ESG in Pensions: Strategies and Outcomes 81 


Thurley, D. and R. McInnes (2021). ‘Public Service Pensions: Facts and Figures,’ 
HoC Briefing Paper Number 8487, May 11, 2021, House of Commons Library, 
London. 

United Nations Principles of Responsible Investing (2013). Aligning Expecta- 
tions. Guidance for Asset Owners on Incorporating ESG Factors into Manager 
Selection, Appointment, and Monitoring. London: PRI. https://www.unpri.org/ 
download?ac=1614. 

United Nations Principles of Responsible Investing (2021a). An Introduction to 

Responsible Investment Policy, Structure and Process. London: PRI. https:// 

www.unpri.org/download?ac=10224. 

United Nations Principles for Responsible Investing (2021b). About Steward- 

ship. London: PRI. https://www.unpri.org/stewardship/about-stewardship/ 

6268.article. 

United States Security and Exchange Commission (2021). Statement of Support to 

SEC Climate Change Disclosures Regulation. Washington, DC: US SEC. https:// 

www.sec.gov/comments/climate-disclosure/cll12-8906827-244153.pdf. 

United States Senate (2021). A Bill To Amend the Employee Retirement Income 
Security Act of 1974 to Permit Retirement Plans to Consider Certain Factors 
in Investment Decisions. Washington, DC: US Senate. https://smithsenate.app. 
box.com/s/j4qos4wd7spa5epdimsbct3kwejalb ls. 

Urwin, R. (2011) ‘Pension Funds as Universal Owners: Opportunity Beckons 
and Leadership Calls,’ Rotman International Journal of Pension Management, 4(1): 
26-34. 

Webb, S. and S. Brown (2019). Pensions and ESG: The Evolving Legal and Regulatory 
Landscape. A Practical Guide. London: Herbert Smith Freehills. 

Woods, C. (2011). ‘Funding Climate Change: How Pension Fund Fiduciary Duty 
Masks Trustee Inertia and Short-Termism.’ In J.P. Hawley, S.J. Kamath, and 
A.T. Williams, eds., Corporate Governance Failures. Philadelphia, PA: University of 
Pennsylvania Press, pp. 242-278. 

Zaccone, M.C. and M. Pedrini (2020). “ESG Factor Integration in Private Equity,’ 
Sustainability, 12(14): 5725. 


Chapter 4 


ESG Investing: Financial Materiality 
and Social Objectives 


Linda-Eling Lee 


US-domiciled assets under management (AUM) that incorporate envi- 
ronmental, social, and governance (ESG) or sustainability considerations 
reached nearly US$17.1 trillion as of the end of 2019, up 42 percent from 
the prior year, according to the US SIF Foundation (2020).' But what do we 
mean when we talk about ‘ESG’? While more and more public funds glob- 
ally have clearly articulated what it means for their respective institutions 
(Nikulina 2023), there continues to be confusion over what ESG investing 
is and how to implement it. Some hurdles include a lack of understanding 
and confidence in how ESG concepts are measured, when such concepts are 
material, and how to work with ESG data in the investment process when 
such data are very different in nature from traditional financial data. 

This chapter aims to address these hurdles by providing an overview of 
the ‘state of play’ on ESG data. We focus on recent advances in measuring 
ESG concepts, emerging evidence on the link between ESG and financial 
performance of equities and corporate bonds, and approaches that funds 
have used to implement their ESG policies in light of these advances. 

In what follows, we begin by setting the context for the multifaceted 
concepts of ESG and the evolution of ESG data used in capturing those con- 
cepts. Next, we summarize the four main sources of ESG data today, and we 
review recent empirical research that tests the economic rationale for how 
and when ESG has impacted equity and bond returns. We also highlight 
emerging research that explains how each of the underlying components 
of E, S, and G bear on financial performance, including the implications 
of current thinking about ESG data for practitioners and the principles for 
the construction and use of ESG scores or ratings. Further, we draw lessons 
for implementing ESG in portfolio construction as well as considerations for 
equity allocations. Finally, with the rapid growth in attention to climate risk, 
we note that this rapidly growing area introduces additional complexity, 
overarching risk, and opportunity, especially for long-term investors.” 


Linda-Eling Lee, ESG Investing: Financial Materiality and Social Objectives. In: Pension Funds and Sustainable Investment. 
Edited by P. Brett Hammond, Raimond Maurer, and Olivia S. Mitchell, Oxford University Press. © Linda-Eling Lee (2023). 
DOI: 10.1093/0s0/97801928891 95.003.0004 
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Evolution of ESG Data and Measurement 


Among the most often-invoked phrases when discussing ESG are: ‘ESG 
means different things to different people’ and ‘You can do good and still 
do well.’ As with most popular sayings, there is a grain of truth to each. 
In fact, while different people often mean different things when they refer 
to ‘ESG,’ the concepts embedded in ESG are relatively well delineated, 
but also multifaceted. Accordingly, there is room for misunderstanding, 
as some people may emphasize one facet of ESG such as good labor poli- 
cies, while other people could be talking about something else, such as 
environmental or governance issues. While some argue that the objectives 
of different types of ESG investors are separate and distinct, we find that 
a social values-oriented-investor approach to ESG does not differ materi- 
ally from one focused on enhancing the risk-adjusted characteristics of a 
portfolio. Indeed, there has been empirical evidence suggesting significant 
overlap between serving the public good and doing well financially (Friede 
et al. 2015), though the overlap is not perfect and can sometimes be in 
conflict. 

As has been described by others, the movement today, broadly referred to 
as sustainable, responsible, or ESG investing, had its genesis in faith-based 
and/or ethically conscious investors who sought to align their portfolios 
with their personal values (see, for example, Eccles and Stroehle 2018; Ham- 
mond and O’Brien 2023). In contrast, the use of ESG criteria as valuation 
tools (e.g., as a way of establishing firms’ intangible value) came at a later 
stage. Today, while the materiality-based concept has become the dominant 
force in the adoption of ESG investing by most mainstream financial players 
(Giese et al. 2019a), the values approach still applies. 

The ESG data and ratings that exist in the marketplace today reflect this 
dual legacy (Eccles et al. 2019). Since values-based investing first shaped 
early ESG investing, it continues to be reflected in both the underlying com- 
ponents as well as the aggregation of select E, S, and G components into a 
company-level ESG rating. Global institutional investors’ adoption of the 
United Nations’ Sustainable Development Goals (SDGs) in 2015 expanded 
and refined values-oriented goals, which were intended to provide ‘a uni- 
versal call to action to end poverty, protect the planet, and ensure that all 
people enjoy peace and prosperity by 2030’ (UNDP 2015). The creation 
of the SDGs encouraged growing interest from investors and companies in 
how E, S, and G data can capture the positive contributions of companies 
to societal goals. 

The materiality—-values duality is often evident depending on which fac- 
tors drive an investor’s desire to measure ESG. On the one hand, investors 
and others primarily motivated by the values dimension wish to determine 
whether a company’s behavior is aligned with social objectives. They are 
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primarily interested in the characteristics that help identify how companies 
contribute to societal outcomes (i.e., negatively or positively). On the other 
hand, those primarily interested in financial materiality tend to focus on the 
bundle of characteristics that help investors identify the risks or opportuni- 
ties for a company to create long-term financial value, regardless of their 
social values or goals. 

ESG measures can be selected and constructed to reflect each of these 
dimensions, yet a single ESG score or rating typically does not reflect both 
dimensions at the same time. Accordingly, an investor must first define what 
aspect of ESG he or she aims to measure. Otherwise, it would be difficult to 
disentangle how and why ESG ratings vary: do they arise from differences in 
intention (i.e., which dimension of ESG he or she aims to capture), or from 
differences in effectiveness (i.e., how well different methodologies capture the 
same targeted ESG dimension)? 


What Counts as ESG Data? 


There is far more information about companies’ ESG ratings than is provid- 
ed by specific companies. The idea that company disclosures are the only 
reliable source of ESG data is outdated, and it has prevented investors from 
realizing the potential of technological advances in measurement. 

There are four broad categories of ESG data sources: company disclo- 
sures, media, alternative data sources, and modeled data. Historically, ESG 
data have been sourced primarily from company disclosures and from the 
media, but in recent years, alternative data sources and modeled data have 
gained traction as the quality and quantity of these data have improved. In 
addition, these sources measure different aspects of ESG and each has its 
strengths and weaknesses. For example, company disclosures and analysis 
of media reports are necessarily backward-looking, while media, alternative 
data, and modeled data are better suited to projecting where companies 
might be headed. 


Company disclosures 


One topic that investors continue to rely on is information that companies 
provide about their human capital (e.g., employee demographics, work- 
place practices). There are few third-party data sources to inform investors 
about the labor-related dimensions of a company, making this the most 
critical area for investor engagement to improve transparency. Too much 
reliance on corporate disclosures in the construction of an ESG signal can 
lead to asize bias and a geographic bias. As a result, studies have often found 
that ESG ratings are positively correlated with company size. 
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Media sources 


Media sources are frequently used to identify negative events or contro- 
versies, and less frequently to identify positive ESG news that could be 
influenced by a company’s public relations and marketing initiatives. Data 
science and artificial-intelligence techniques have vastly improved our abil- 
ity to know what companies are doing or not doing in remote locations. 
These capabilities have allowed media to become a better source than in 
the past for verifying the robustness of company disclosures on ESG issues. 
Nevertheless, artificial intelligence can be noisy, and confirming the veracity 
and identifying bias in media content requires quality-control processes that 
involve expert human intelligence. Even a company with the resources and 
technological prowess of Facebook relies on an army of humans to judge 
content suitability. 


Alternative data sources 


Alternative data sources on ESG include a broad set of new datasets includ- 
ing government databases on waste or safety or labor violations at very 
granular levels; weather maps and satellite data; and filings for everything 
from patents to litigation. As with artificial intelligence techniques, iden- 
tifying and extracting the relevant components for an investment context 
requires extensive expertise and the ability to shape and match the data to 
address specific questions. 


Models and estimated data 


ESG analysts frequently rely on models to fill in the gaps in corporate disclo- 
sures and normalize reported data to allow for apples-to-apples comparisons 
across firms. What has changed in recent years is that more sophisticated 
modeling techniques have allowed for projections, such as the future trajec- 
tory of emissions based on targets and track records of emissions reductions. 
Further, these techniques have allowed for assessments that companies 
themselves may not have the knowledge to disclose, such as the proximity 
of their operations to areas with sensitive ecosystems. 

Just as the concept of ESG is multidimensional, the sources of ESG data 
are varied and growing. Increasingly, the greater availability of alterna- 
tive data sources and better models will supplement increased corporate 
disclosure to build a more robust dataset to inform investment decisions. 


Emerging Evidence on ESG and Materiality 


There has been no shortage of studies in recent years attempting to confirm 
or debunk a link between ESG and performance. A metastudy by Friede 
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et al. (2015) reviewed more than 2,000 research papers examining the rela- 
tionship between ESG investing and returns, which concluded that most 
offered a correlational analysis without providing either a specified dimen- 
sion of ESG, which the ESG variable captured, or an economic rationale for 
why such a correlation would exist. 

However, most of these studies were not designed to separate the two 
dimensions of ESG: social objectives and materiality. Studies that did so 
detected differences in effectiveness. In one such study, over a 20-year peri- 
od, firms with good ratings on material sustainability issues significantly 
outperformed firms with poor ratings on these issues, while firms with good 
ratings on immaterial sustainability issues did not significantly outperform 
firms with poor ratings on the same issues (Khan et al. 2016). In a sepa- 
rate study, based on the May 2013 to December 2018 period, exclusionary 
screens based on values acted as a portfolio constraint and increased risk, 
whereas integrating financially focused ESG factors had a positive effect on 
risk-adjusted returns that outweighed the negative effect of the exclusions 
(Giese 2019). 

More recently, research has sought to better understand the underlying 
transmission channels through which ESG could impact financial variables 
(Giese et al. 2019b). We highlight some of the key findings from several 
recent such studies below, and to ensure data consistency and alignment 
with a focus on financial materiality, these studies all use MSCI ESG Ratings 
as the key ESG input. These ratings are designed to capture only the relevant 
ESG ‘Key Issues’? in a given industry and are selected based on a funda- 
mental assessment of how financially relevant a given key risk is in a specific 
industry; that is, how likely it is that the key risk can influence companies’ 
revenue or assets. As such, the number and weights assigned to Key Issues 
by sub-industry may vary in any given period and over time. The indicators 
in each Key Issue form a score for that Key Issue, which is used, in turn, to 
calculate scores for each of the environmental, social, and governance pil- 
lars. Ultimately, the separate pillar scores are combined into an aggregate 
MSCI ESG score, used in creating MSCI ESG Ratings (Giese et al. 2020). 
Recently, Serafeim and Yoon (2021) found that of the three ESG ratings 
services, MSCI ESG Ratings had the strongest predictive power in predict- 
ing ESG-related news, and thus provided the best signal in predicting future 
stock returns. 

Below, we summarize recent research exploring the relationship between 
companies’ ESG ratings and the performance of equities and corporate 
bonds. We also discuss research that explores the impact of ESG ratings on 
the cost of capital. 


Finding 1: ESG has impacted company financial performance through three 
economic transmission channels: cash flow, systematic risk, and idiosyn- 
cratic risk. Higher ESG-rated companies were more profitable than their 
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Figure 4.1 ESG’s impact on financial performance via economic transmission 
channels 


Source: Author’s calculations. 


industry peers, paid more dividends, and experienced lower earnings 
volatility over the period December 2006 to December 2019. The transmis- 
sion channels and target financial variables for each are described below, 
and a schematic of the concept appears in Figure 4.1. 


(1) The cash-flow channel: Companies better at managing intangible capital 
(such as employees) may have been more competitive and hence more 
profitable over time. 

(2) Idiosyncratic risk: Companies with stronger risk-management practices 
may have experienced fewer incidents, such as accidents, that triggered 
unanticipated costs. 

(3) Systematic risk: Companies that used resources more efficiently may have 
been less susceptible to market shocks, such as fluctuations in energy 
prices. 


We chose one target financial variable as a proxy for financial perfor- 
mance for each of the three channels, as shown in Figure 4.2. We selected 
gross profitability for the company profitability channel,‘ the frequency of 
experiencing larger than 95 percent losses over a three-year window for 
company-specific risk, and risk explained by MSCI’s Global Equity Total 
Market Model (GEMLT) factors for systematic risk. 

We have also examined whether mounting inflows into ESG investments 
have contributed to outperformance of standard MSCI ACWI ESG equity 
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Figure 4.2 Performance of target financial variables 


Notes: (a) Gross profitability (z-score) of size-adjusted ESG quintiles is computed as most recently reported 
sales less cost of goods sold, divided by most recently reported company total assets. Data from December 
31, 2006, to December 31, 2020. Distribution of monthly averages by quintiles. (b) For each period, we 
report the number of stocks that realized a more than 95 percent (%) cumulative loss over the next three 
years, taking the price at month end as the reference point for return calculation. Data from December 31, 
2006, to December 31, 2020. (c) Systematic risk (or common factor risk) of size-adjusted ESG quintiles is 
computed as the volatility predicted by all the factors of the GEMLT model. Data from December 31, 2006, 
to December 31, 2020. Distribution of monthly averages by quintiles. 


Source: Author’s calculations. 
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indexes. Giese et al. (2021la) found no evidence that ESG-related returns 
stemmed from rising valuations of high-ESG-rated companies, over the 
period May 31, 2013, to November 30, 2020. Instead, the main source of 
ESG-related returns came from high-ESG-rated companies that displayed 
superior earnings growth and, to a smaller extent, higher investment 
returns compared with low-ESG-rated companies. These findings provide 
an economic rationale for categorizing ESG as a fundamental factor that 
typically derives returns from long-term earnings growth. 


Finding 2: Extending our analysis to corporate bonds, we found that ESG 
considerations have been more helpful in mitigating downside risk than 
in capturing upside gains. We also found that ESG added value beyond 
credit ratings. For instance, Table 4.1 shows that the high-ESG-rated issuers 
(T3) experienced better risk-adjusted returns due to higher excess returns 
and lower excess risk, over our sample period. We also observe that the 
high-ESG-rated issuers also had significantly lower drawdowns during the 
downturn periods, indicating the inherent defensive characteristics of an 
ESG corporate bond strategy. 


Finding 3: During a four-year study period, companies with high ESG scores, 
on average, experienced lower costs of capital compared with companies 
with poor ESG scores in developed markets. The relationship between 
company ESG scores was similar for both the cost of equity and debt. 

To calculate the impact of ESG on both equities and debt issued in 
developed markets, we obtained monthly industry-adjusted ESG scores that 
underlie the MSCI ESG Ratings; next we classified the companies in the 
MSCI World Index (comprising developed-market constituents) into ESG- 
score quintiles, each with the same number of companies.’ Our study period 
was from August 31, 2015, to January 29, 2021.° In the MSCI World Index, 


TABLE 4.1 High ESG-Score bond issuers had more resilient excess returns 


Excess return Excess risk Risk- Maximum Portfolio 
(%) (%) adjusted drawdown Beta 
excess (%) 
return 
T1 (low) 0.68 9.01 0.08 21.25 1.38 
T3 (high) 1.08 4.51 0.24 10.57 0.69 


Note: Average equal-weighted excess performance for low- and high-ESG-score terciles from 
January 2014 to July 2020. Return and risk numbers are annualized. Beta is calculated with 
respect to an equal-weighted (by issuer) universe. Sample universe restricted to issuers with 
available ESG scores. 

Source: Author’s calculations. 
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the average cost of capital’ of the highest-ESG-scored quintile was 6.52 per- 
cent, compared with 6.81 percent for the lowest-ESG-scored quintile. The 
average cost of equity of the highest-ESG-scored quintile was 8.05 percent, 
compared with 8.71 percent for the lowest-ESG-scored quintile; similarly, 
the cost of debt was 2.88 percent and 3.72 percent for the highest- and 
lowest-ESG-scored quintiles, correspondingly. 

Overall, companies with high ESG scores on average experienced lower 
costs of capital than companies with poor ESG scores (see Figure 4.3). The 
cost-of-capital channel was one way that firms’ ESG profiles (as measured 
by MSCI ESG Ratings) could have been linked to corporate financing and 
investment decisions. 

Much of what we have learned about the relevance of ESG for company 
performance so far applies to the universe of publicly listed equities and 
bonds. While little research has analyzed these issues for private assets, we 
can proceed by making certain assumptions. Within private equities, we can 
apply financially relevant ESG metrics from public companies to assets held 
in private equity funds. Similarly, the framework used to assess REITs (real 
estate investment trusts) in the public equities universe is largely applica- 
ble to direct real estate holdings. The key challenge with assessing private 
assets, then, is not the lack of a robust methodology, but a dearth of data. 
Of the four different sources of ESG data identified earlier, the most read- 
ily available source for private companies is the media, provided that the 
business is of a sufficient size. Given the potentially larger allocations that 
institutional investors expect to make to private assets in the future (MSCI 
Investment Insights 2021), there is some urgency to improving data avail- 
ability in the private asset classes in order to achieve a total portfolio view of 
ESG exposures. 
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Figure 4.3 Companies with high ESG scores on average had lower costs of capital 


Note: Monthly averages were reported over the period from August 31, 2015, to January 29, 
2021. On average, there were 1636 companies in the MSCI World Index during this period. 
Source: Author’s calculations. 
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Implications for Practitioners 
Lessons for constructing an ESG rating 


There are several ways to construct an ESG rating system. Some investors 
set out to construct a proprietary ESG rating methodology because they 
can customize the selection and weighting of ESG issues to better comple- 
ment their unique process in security selection or portfolio construction. 
For example, if an investor’s existing investment process already accounts 
for specific governance risks, she may want to construct a methodology that 
overweights the additional aspects of environmental or social risks that can 
be additive to the existing process. 

Focusing on the 13 years of data used for MSCI ESG Ratings, we propose 
three lessons to incorporate when constructing an ESG rating that aims to 
capture financially relevant risks. 


Lesson I: Overreliance on data inputs from corporate disclosures can yield 
both geographic and size biases, potentially detracting from the rating’s 
financial relevance. 


Many studies have pointed out that most ESG ratings are positively corre- 
lated with company size (e.g., Boffo and Patalano 2020). A key driver of 
this correlation is the overreliance on corporate disclosures in the con- 
struction of a score. Our analysis of the MSCI ESG Rating broke each 
of the underlying ESG scores into two equally weighted components: (1) 
the issue risk-management score, which includes corporate disclosures on 
policies, practices, and performance, where available; and (2) the issue 
risk exposures scores, which consists only of data from third-party sources 
that are mapped to companies’ estimated financial segments. As shown 
in Figure 4.4, the corporate disclosure-driven scores have maintained a 
stable positive correlation with company size, while the scores based on 
independent information have declined in correlation with size over time, 
potentially reflecting a rise in independent sources regarding companies’ 
ESG exposure. 


Lesson 2: Different risks have materialized over different time horizons. 
Hence, giving more weight to some issues than others in the rating con- 
struction will impact the time horizon over which a rating might indicate 
financial relevance. 


As an example of this, we found that governance issues were consistently 
more significant for point-in-time financial fundamentals, while environ- 
mental and social issues contributed to stock-price performance over a 
longer period (Giese et al. 2020). We suggest that markets appear to price 
in ESG event risks quickly over a shorter time horizon, particularly envi- 
ronmental and social issues. Thus, when the focus of an ESG rating was to 
measure risks that can impact a company’s short-term exposure to financial 
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Figure 4.4 Correlations between corporate and independent disclosures and size 


Note: Disclosure-dependent score is the weighted average key issue management score, the 
non-disclosure dependent score is the weighted average key issue risk exposure score. Data 
from December 31, 2012 to August 31, 2020 (end date was subject to data availability). 

Source: Author’s calculations. 


shocks, then governance indicators showed the best financial results. Yet, 
over longer time periods, a more balanced overall signal that aggregated 
industry-specific environmental and social issues was associated with better 
financial results than any of the individual pillar indicators, including the 
governance score. 


Lesson 3: Weights play a big role. Specifically, ESG weightings have been 
neither static nor uniform over time, and ratings that capture industry- 
specific and dynamically evolving weights do better at predicting financial 
performance. 


Static weighting has the benefit of being simple and transparent. More- 
over, when an investor lacks specific views about the relative importance 
of environmental, social, or governance issues, this ‘naive’ method could 
be appropriate. By contrast, selecting and weighting E, S, and G issues for 
each industry more precisely reflects industry exposures to relevant risks. 
Nevertheless, it has the drawback of introducing complexity and less com- 
parability across industries. On average, each of the 158 Global Industry 
Classification Standard (GICS®)® sub-industries uses six ESG Key Issues in 
assigning weights in the MSCI ESG Ratings. The selection of Key Issues and 
their respective weights are readjusted on an annual basis. 

In the short term, the equal-weighted approach gave higher weights to 
Governance Key Issues and showed slightly stronger financial results over 
a one-year window than the industry-specific approach of the MSCI ESG 
Rating. Yet, over a longer period of 13 years, we found that a hypothetical 
portfolio, constructed using the industry-specific approach to weight ESG 
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issues, outperformed by 7.4 percent (cumulatively) one that equally weight- 
ed the ESG issues for all companies. Over time, the Social and Environ- 
mental Key Issues became more important, as they tended to unfold more 
slowly. Another important contributor to performance was that the industry- 
specific approach shifted dynamically as the weightings were rebalanced 
annually (Giese et al. 2020). 


Lessons for integrating ESG in portfolio construction 


Broadly, there are two main methods for integrating ESG factors into 
portfolio construction: 


Select securities either for exclusion or inclusion: Investors can use one or more 
ESG metrics that target the ESG characteristic to be excluded or includ- 
ed. This method could be applied to meet values-based objectives, such as 
excluding companies involved in tobacco production or in human rights 
controversies, or by including companies that meet a target diversity thresh- 
old. It could also be applied to financially driven objectives, such as exclud- 
ing companies scoring poorly on corporate governance, or by including 
companies offering ESG-themed solutions such as green technologies. 


Re-weight securities: Investors can give a greater weight to those reflecting a 
target ESG characteristic, at the expense of securities lacking that target 
ESG characteristic. This method could be applied to meet financially or 
impact-driven objectives, such as tilting toward companies with lower car- 
bon intensity. A variant of reweighting is to employ optimization techniques 
to re-weight securities to maximize exposure to the target ESG characteris- 
tic, while adhering to pre-specific constraints such as sector, geographic, or 
factor exposure. 

Comparing a targeted ESG profile and the portfolio’s risk and return with 
those of the chosen benchmark is critical in selecting an approach. Today, 
those data are usually readily available for such comparisons. For example, 
commonly used global and regional equity benchmarks can be character- 
ized by their carbon footprint, their percentage of female directors, and 
the percentage of companies with exposure to a range of business activities, 
from firearms to fossil fuels. We can examine such data alongside metrics 
on a benchmark’s performance, risk, and investability (for a list of available 
ESG metrics, see Kouzmenko et al. 2020). 

Once the method for integrating ESG has been chosen, the remaining 
specific portfolio construction issues need to be addressed. In so doing, we 
have generated several guidelines that are useful when implementing ESG 
into portfolios, including the following: 


Guideline I: ESG policies or mandates that impose a limited number of 
values-based exclusions have not incurred a large tracking error. 
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How much exclusion is too much? In looking at three model portfolios with 
increasingly stringent criteria, we found that excluding companies based on 
alleged corporate wrongdoing had slightly boosted returns but, as the exclu- 
sions increased, so did the tracking error, over the period from February 
2007 to June 2017. Returns were also impaired as exclusions became more 
sweeping (Lee et al. 2017). 

Examining the historical track record of ESG indexes also indicated that, 
when values-based exclusions were minimal and introduced few sector bias- 
es, the tracking error tended to be low. For example, the MSCI ACWI 
ESG Screened Index excludes stocks associated with controversies, includ- 
ing civilian and nuclear weapons, and tobacco, that derive revenue from 
thermal coal and oil sands extraction, and that are noncompliant with the 
United Nations Global Compact principles. As of February 26, 2021, the set 
of excluded stocks numbered 158 of the total index universe of 2964. Its 
tracking error to the parent MSCI ACWI Index was 0.47 (between May 31, 
2012, and February 26, 2021). 


Guideline 2: Portfolio construction methods that select or overweight bet- 
ter ESG performers within industries (i.e., best-in-class approaches) can 
lead to unintended factor exposures that may impact portfolio risk and 
return. 


Equities research has found mild positive correlations between ESG rat- 
ings and factor exposures such as low volatility, larger size, and higher 
financial quality. While the level of correlation tends to be low, many of 
those relationships are stable and highly significant over time (Melas et al. 
2016). An analysis of selected ESG indexes in 2020’s volatile market also 
supports the finding that indexes with stronger ESG profiles tend to have 
higher exposure to low volatility; that exposure has been protective dur 
ing sharp sell-offs but these firms have struggled to keep up during market 
rallies. 

Advances in analytics allow investors to measure, rather than conjecture 
about, how much ESG has contributed to explaining portfolio risk and per- 
formance over and above these systematic exposures (Dunn et al. 2018). 
Factor models show that the explanatory power for ESG increased recently, 
in 2019 and 2020, based on a 13-year study period (Cano and Minovitsky 
2021). When we look at corporate bonds, we find that higher ESG-rated 
bonds have typically offered exposure to higher-credit-quality bonds. Again, 
however, we can isolate the contribution from ESG, providing complemen- 
tary information to what is offered by credit ratings (Mendiratta et al. 2020). 
Overall, the ability to consider the contribution of a portfolio’s ESG expo- 
sure distinct from and alongside other intended and unintended exposures 
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to traditional financial factors now offers investors a fuller understanding of 
portfolio characteristics and performance. 


Guideline 3: While various ESG concepts are often correlated, targeting a 
desired outcome requires using specific inputs, where possible. 


In constructing an equity portfolio, targeting a single ESG criterion, such 
as having more women on the corporate board, could result in unintend- 
ed ESG benefits (not related to governance), such as better human capital 
practices (Eastman and Seretis 2018), or better carbon emissions manage- 
ment (Milhomem 2021). Yet when investors aim for a specific outcome, such 
as greater carbon efficiency, the input variable for portfolio construction 
should specifically measure companies’ carbon efficiency, and not some 
other ESG criteria that could be broadly related. 

To illustrate, two ESG indexes targeting higher overall ESG quality with- 
out an explicit carbon reduction goal have shown lower carbon intensity 
versus the benchmark. As of January 31, 2021, the MSCI ACWI ESG Focus 
Index and the MSCI ACWI ESG Leaders Index reported carbon intensity 
levels that represented approximately 31 percent and 36 percent reduc- 
tion, respectively, versus the MSCI ACWI Index. Because carbon emissions 
are not used as a direct input into the index construction methodology, 
however, the carbon intensity is an unintended byproduct of the construction 
methodology that could conceivably differ in other time periods. By con- 
trast, two ESG indexes that explicitly target a reduction in carbon intensity, 
among other climate-related objectives, showed lower carbon intensity by 
design and hence they seek to retain the reduction over time. The MSCI 
ACWI Low Carbon Target Index and the MSCI Climate Paris Aligned Index 
reported carbon intensity levels that represented approximately 70 percent 
and 80 percent reduction versus the MSCI ACWI Index, respectively. 


Guideline 4: Allocators must choose between ‘bottom-up’ and ‘top-down’ 
approaches in integrating ESG across their total equity portfolios. 


Investors face complex challenges in integrating ESG efficiently across mul- 
tiple actively managed and indexed mandates across their portfolio. There 
are two basic approaches: 


(1) A ‘bottom-up’ implementation addresses each portfolio one by one, 
leaving the policy (or reference) benchmark unchanged (at least ini- 
tially). Historically, many asset allocators have followed this approach. 
From the perspective of an equities investor, Rao et al. (2021) explain 
that, on the plus side, this can lead to minimal disruption to existing 
actively managed ESG portfolios. On the minus side, this can lead to 
inconsistencies in ESG standards across portfolios, and thus generate 
sub-optimal outcomes at the total portfolio level. For example, in the 


96 Pension Funds and Sustainable Investment 


Rao et al. (2021) study, 1100 actively managed equity funds that had 
passed a series of screens for ESG criteria in September 2020 differed 
widely in how they measured up against the most common values-based 
criteria, such as those related to weapons or coal exposure. 

(2) A ‘top-down’ implementation starts with the adoption ofan ESG bench- 
mark to measure performance of both indexed and active mandates. 
This offers a more comprehensive approach that applies across all 
types of mandates, but it may require more significant changes to exist- 
ing allocations. Such a ‘top-down’ method could be applied across 
both equity and fixed-income allocations, as has been demonstrated 
by leading institutions such as Swiss Re (2018), which adopted a top- 
down approach in an effort to improve risk-adjusted returns over the 
long run. 


Allocators also may wish to weigh the potential costs of disrupting existing 
active mandates versus the benefits of adopting a consistent approach across 
their entire portfolios. 


Integrating Climate Risk 


Looking forward, an increasingly urgent issue for investor attention will be 
how to integrate climate risk factors within the investment portfolio. Scien- 
tists have warned that the world’s emissions are on track to exceed a tipping 
point that could lead to irreversible, catastrophic climate change (Sautner 
and Starks 2023). As policymakers grapple with measures to cut emissions 
and to protect us from severe weather changes, financial regulators are con- 
sidering the implications for the allocation of capital and the stability of our 
financial system. Investors are only at the beginning stages of understanding 
the various paths that these changes could take in our physical world and 
in regulatory regimes. 

The integration of ESG considerations as financially material factors into 
the investment process, of course, already includes important aspects of mit- 
igating relevant environmental risks for specific industries. Yet because ESG 
reflects a range of social and governance issues in addition to environmental 
issues, a holistic ESG view, even one that focuses on capturing only financial- 
ly material issues, will not substitute for a dedicated accounting of alternative 
climate scenarios, given the uncertainty around climate risks. 

Implementing climate risk considerations into investment decisions may 
require an approach that supplements and differs from current approach- 
es to implementing ESG. Different asset classes could face quite distinct 
dimensions of climate risk. Additionally, climate-related risks and opportu- 
nities likely will unfold differently across time horizons for different sectors 


ESG Investing: Financial Materiality and Social Objectives 97 


and asset characteristics within an asset class. In fact, we see evidence in pub- 
lic equities that companies at the ‘tails’ of climate risk—those with assets at 
the highest risk of becoming obsolete or ‘stranded’ during the econom- 
ic transition versus those representing potential solutions to hasten the 
transition—have started to face discernible stock-price valuation discounts 
and premiums, respectively (Giese et al. 2021b). 

Furthermore, investors may need to account for feedback loops with 
the real economy; even a portfolio consisting of only the most ‘green’ 
or resilient holdings may not protect against a world in which assets not 
held in one’s own portfolio take the world beyond an emissions tipping 
point. Hence, standard setters and policymakers are exploring new types 
of metrics that can account for the externalities, gauging, for example, 
the alignment of portfolios with a desired temperature pathway over the 
next several decades.’ How to integrate these complex considerations— 
many of which are replete with uncertainties—will require new expertise 
in measuring exposures, constructing portfolios, and adjusting asset alloca- 
tions. As standard setters have called for, harmonization of data disclosure 
requirements and adoption of consistent methodological principles in the 
construction of climate-related measurement will be needed to provide the 
critical ingredients necessary for the investment industry to marry climate 
and financial modeling. 


Conclusion 


As ESG has entered the mainstream of investing, professionally managed 
assets that incorporate ESG considerations have grown dramatically in 
recent years. One key reason for this shift is the increasing evidence of how 
and when ESG factors have been financially material. We now see clear- 
er distinctions between ESG motivations, especially between values-driven 
and financially driven objectives. These distinctions are fundamental in 
understanding why and how ESG measures differ. In addition, differing 
objectives can cloud views on whether ESG really has added value from a 
financial perspective. Despite a growing focus and empirical analysis on 
ESG from a financially relevant perspective, some confusion remains, as 
legacy approaches still exist that measure different objectives. By focusing 
on a clear and consistent measurement of ESG, we can obtain a more use- 
ful understanding of how it has contributed to financial performance. We 
believe that this is the way forward for ESG investing. 

Our understanding of financial performance can be further improved 
by expanding data sources beyond corporate disclosures. Improvement of 
the underlying data holds great promise for constructing more precise 
measures across a range of ESG concepts. Even with imperfect data and 
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evolving measurements, the available evidence, spanning over a decade, 
has supported the investment thesis. That is, industry-specific, financial- 
ly relevant ESG information collected on a dynamic basis has improved 
returns by reducing risk and improving profitability. For investors imple- 
menting an ESG approach, emerging lessons on portfolio construction 
include the need to identify both intended and unintended outcomes 
in ESG and traditional financial factor exposures. Innovations in analyt- 
ical tools have allowed more targeted applications and measurement of 
ESG characteristics alongside financial characteristics, improving trans- 
parency for investment managers and fund allocators. For asset own- 
ers considering implementing their ESG objectives across their portfo- 
lios, comparing the ESG and financial characteristics across the equity 
and fixed-income fund universe versus an appropriate ESG benchmark 
that reflects their investment objectives, can help inform decisions on 
whether to apply a bottom-up, fund-by-fund approach or a top-down 
approach. 

Over the past decade, mounting evidence on how ESG has affected finan- 
cial performance has persuaded many institutional investors to adopt ESG 
considerations into investment decisions (Lachance and Stroehle 2023). 
With climate risk, investors, companies, and the wider public may not have 
the luxury of another decade of wait-and-see. A shift of capital away from 
a carbon-dependent economy and the physical effects of our changing cli- 
mate could affect the pricing of assets dramatically and in a compressed 
timeframe. Prudent investors would do well to pay attention to this next 
frontier of risks and opportunities. 
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Notes 


1. Measurements of ESG-related AUM vary widely, but several reports, including 
the ‘Report on US Sustainable and Impact Investing Trends’ from the US SIF 
Foundation (2020), as well as the Principles for Responsible Investment (PRI 
2020), have found substantial increases in allocations to ESG investing, in part 
driven by strong performance during the COVID-19 pandemic. 

2. This chapter draws on previous research that uses a broad range of time frames 
drawn from various papers. Some cover different time periods. We have updat- 
ed in some instances where possible. This chapter is not intended to compare 
results across time periods nor is it meant to be representative of performance 
over any particular time. The analysis and observations in this report are limited 
solely to the period of the relevant historical data, back-test, or simulation stated. 
Past performance—whether actual, back-tested, or simulated—is no indication 
or guarantee of future performance. None of the information or analysis herein 
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is intended to constitute investment advice or a recommendation to make (or 
refrain from making) any kind of investment decision or asset allocation and 
should not be relied on as such. 

3. In MSCI’s ESG Ratings Key Issue Framework, thousands of data points are 
grouped across 35 ESG Key Issues that focus on the intersection between a 
company’s core business and the industry-specific issues that may create sig- 
nificant risks and opportunities for the company. The Key Issues are weight- 
ed according to impact and time horizon of the risk or opportunity. All 
companies are assessed for Corporate Governance and Corporate Behavior. 
Please see https://www.msci.com/our-solutions/esg-investing/esg-ratings /esg- 
ratings-key-issue-framework. For the most current Key ESG Issues and their 
contribution to companies’ ESG Ratings, please see https://www.msci.com/our- 
solutions/esg-investing/esg-ratings/materiality-map. 

4, As we used a z-score format (which creates a standard unit of measurement), we 
were able to average these three quintile differences in one aggregated target 
function. 

5. We controlled for size bias in ESG scores by using the residuals obtained from 

the cross-sectional regression of industry-adjusted ESG scores on size scores. 

. The study period of analysis is limited by data availability on the cost of capital. 

7. The data on cost of capital was obtained from Thomson Reuters. It is the weighted 
average of the cost of equity, debt (after tax), and preferred stock. Cost of equity 
was derived from CAPM using the risk-free rate and equity risk premium of the 
company’s country, and beta with respect to the country’s primary index. Cost of 
debt took into account both short- and long-term debt, which is a l- and 10-year 
yield on the credit curve of the company. Cost of preferred stock was the current 
dividend yield on preferred stock. 

8. GICS, the global industry classification standard jointly developed by MSCI and 
Standard & Poor’s. 

9. See, for example, the Task Force report on Climate-related Financial Disclosures 
(2021a) and the TCFD Portfolio Alignment Team (2021b) report. 
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Part Il 


The Evolution of Pension ESG Investing 


Chapter 5 
ESG and Expected Returns on Equities 


The Case of Environmental Ratings 


Christopher C. Geczy and John B. Guerard Jr. 


Today, environmental concerns dominate environmental, social, and gov- 
ernance (ESG) criteria cited by investors as influencing portfolio decisions, 
measured both by numbers of investors and by the total amount of assets 
subject to environmental criteria. Until recently, other ESG criteria were 
dominant. The shift reflects a change in preferences or at least a height- 
ened perception about the importance of climate change and related issues 
facing the environment, which might have an anthropogenic component. 

For example, the US Social Investment Forum Foundation’s 2020 Trends 
Report (US SIF 2020) indicated that ‘Environmental Considerations’ was the 
leading ESG criterion by assets for money managers in 2020 with US$13.45 
trillion out of approximately US$17 trillion aggregated across all invest- 
ment vehicles, including separate accounts and undisclosed vehicles (US 
SIF 2020: 21, figure 2.4). The leading individual criterion is related to cli- 
mate change. In addition, of the top 14 criteria listed, five fall in some way 
under the ‘E’ environmental umbrella. In contrast, in the 2007 Report (SIF 
2007), environmental issues were ranked sixth, preceded by issues relat- 
ed to tobacco, Sudan, the MacBride Principles, human rights, community 
relations, and alcohol production, distribution, and sales (SIF 2007: 17, 
figure 3.4). 

The challenge faced by pension fiduciaries is honoring the long-standing 
principle that their legal and ethical duties must focus on the financial 
betterment of beneficiaries, rather than on any other (perhaps private) 
benefit including sustainability, those related to the common good or the 
environment, or those related to social goals, if for any reason such consid- 
eration results in tradeoffs against risk-adjusted returns. For plans governed 
by ERISA, 1998 guidance from Robert Doyle, then Director of the Office of 
Regulations and Interpretations of the United States Department of Labor 
(US DOL), set a requirement of a side-by-side comparison of risk-adjusted 
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returns consistent with the Sharpe ratio, whenever socially responsible 
investments are considered for a plan: 


In discharging investment duties ... fiduciaries must, among other things, 
consider the role of the particular investment [in the] investment portfolio. 
Because every investment necessarily causes a plan to forgo other investment 
opportunities fiduciaries also must consider expected return on alternative 
investments with similar risks available to the plan ... If [those] requirements 
are met, the selection of a ‘socially responsible’ mutual fund as either a plan 
investment or a designated investment alternative ... would not, in itself, be 
inconsistent with ... fiduciary standards. 


(Doyle 1998: 2) 


One of the challenges faced by those overseeing ERISA plans has been the 
perceived changes in guidance from the US DOL. For instance, reversing 
a stance articulated during the previous administration, Obama Adminis- 
tration Labor Secretary Thomas Perez said in October 2015: “The question 
is this: Can an ERISA plan invest in projects or companies that serve the 
common good, while still keeping at the forefront the fiduciary principle of 
investing prudently and for the exclusive benefit of retirees and workers? I 
believe we can.’ He also said that the ‘2008 [Bush Administration] guidance 
gave cooties to impact investing’ (Perez 2015: np). 

In turn, more recently, the Trump DOL articulated yet another shift in 
tone in a 2020 proposed rule: 


As ESG investing has increased, it has engendered important and substantial 
questions and inconsistencies, with numerous observers identifying a lack of 
precision and consistency in the ESG investment marketplace. There is no 
consensus about what constitutes a genuine ESG investment, and ESG rat- 
ing systems are often vague and inconsistent, despite featuring prominently 
in marketing efforts 


(United States Department of Labor 2020) 


This message raises further concerns about the fiduciary setting in which 
ESG criteria are considered, either via positive or negative screening, 
activism, engagement activities, or in other ways. 

We address the important question about whether environmental scores, 
widely referenced and utilized, contain information directly related to 
expected returns and long-standing models for their forecasts that have sur- 
vived multiple-comparison tests and out-of-sample tests alike. The results 
bridge concerns trustees would naturally have when making the required 
side-by-side comparisons of investments or portfolios selected, so as to have 
certain ESG characteristics with those that do not. Specifically, they meet 
the requirement of no decline in expected returns, holding risk constant, 
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TABLE 5.1 Reasons institutional investors report considering ESG factors, 2020 (US 
SIF Foundation) 


Reason Number of Money % of Managers ESG Assets US 
Managers Responding Dollars(in billions) 

Risk 95 84% $2,062 

Client Demand 92 81% $3,569 

Social or Environmen- 90 80% $3,476 

tal Impact 

Returns 82 73% $2,355 

Mission 79 70% $2,445 

Fiduciary Duty 72 64% $3,557 

UN Sustainable 52 46% $406 

Development Goals 

Regulatory 24 21% $3,345 

Compliance 

Total Responding 113 $3,621 


Note: The table presents responses from 65 institutional investors who were asked to list the 
reasons they consider ESG factors among a series of possibilities. The table is ordered by the 
total ESG assets managed or held by these institutions. Assets and numbers of money managers 
may overlap since respondents could and did list more than one reason. 

Source: Authors’ adaptation of US SIF 2020 Trends Report, figure 3.13. 


as set out by Robert Doyle in 1998, and attendant to the basic notion of 
financial fiduciary duty also in non-ERISA settings. 

Recent surveys also indicate that asset managers and investors may 
reference ESG characteristics in ways that defy the traditional ‘con- 
strained opportunity set’ interpretation of the incorporation of ESG char- 
acteristics in investment decisions. For instance, in a recent assessment 
of the reasons institutional investors reported considering ESG factors 
(Table 5.1), the most cited reason was Risk (84percent), followed by 
Client Demand (81 percent), Social or Environmental Impact (80 percent), 
Returns (73 percent), Mission (70 percent), Fiduciary Duty (64 percent), 
UN Sustainable Development Goals (46 percent), and Regulatory Compli- 
ance (31 percent) (US SIF 2020: 28, figure 2.13). One interpretation of this 
ordering is that ESG criteria contain information important for investment 
selection, apart from the typical non-pecuniary or purpose-related reasons 
mentioned for screening or portfolio tilts toward ‘good actor’ firms in equity 
portfolios. When information on public investments is not limited to formal 
filings or releases governed, say, by Generally Accepted Accounting Princi- 
ples (GAAP), other sources of information that would otherwise be difficult 
or expensive to collect and assess, including proprietary analysis-based ESG 
scores, may be valuable in assessing the cross-section of public firms. 

The proprietary analysis-based ESG scoring used in this study is MSCI 
ESG KLD STATS, a 1991-2017 database of firm ESG ratings, today 


108 Pension Funds and Sustainable Investment 


subsumed in MSCI ESG Ratings (MSCI ESG Research Inc. 2015). The incep- 
tion of the ratings system was followed by the launch of the Domini 400 
Social Index (today the MSCI KLD 400 Social Index), to rate companies 
whose stocks were in the index. We show that firm ESG characteristics com- 
puted via normalized MSCI KLD environmental scores interact with fore- 
casted expected returns of US equities estimated from long-standing models 
for expected return first articulated by Guerard and Stone (1992), Bloch 
et al. (1993), Guerard et al. (1997), Guerard (1997a, 1997b) and further 
developed by Guerard et al. (2014, 2015). We focus on environmental char- 
acteristics because, especially for public firms, the potential cost of achieving 
high ratings in this category may be high, and because climate change is 
a major issue among SRI/ESG investors. The importance of using long- 
established models of expected return must be underscored. As Markowitz 
and Xu (1994), Lo and MacKinlay (1987), and Harvey et al. (2016) have 
pointed out, data mining biases in the absence of multiple-comparison test 
controls can lead to poor out-of-sample results. By relying on long-standing 
models developed before the KLD data rose to prominence, we may avoid 
some of the biases inherent in typical analysis. 

Specifically, we find that firms with high ESG (environmental) scores 
have excess returns over those with low scores unconditionally, but also 
conditional on expected returns from models above with ‘bagged’ val- 
ue, earnings, and momentum components articulated in the early 1990s. 
In addition, a battery of now-traditional risk-factor models including the 
CAPM, the Fama-French (1992) three-factor model, the Carhart (1997) 
extension, and a five-factor model that augments the Carhart model with the 
Fama-French Quality factor (Fama and French 2015) subsume neither envi- 
ronmental score-related return differentials nor expected return premia 
from the long-standing models. For pension trustees, or for the consul- 
tants and managers they hire, combining information from both inputs 
(expected return models and ESG criteria) might provide advantages in 
constructing equity portfolios. For those fiduciaries whose concerns cen- 
ter on risk and return considerations alone when selecting investments, our 
results suggest that incorporating non-GAAP information via earnings, price 
momentum, and ESG characteristics, along with a collection of weighted val- 
ue measures, may collectively and individually add value rather than serve 
to induce the cost of a constraint on the investment universe. 


A Brief SRI/ESG Environmental Screen 
Literature Review 


The empirical evidence is mixed on whether SRI/ESG portfolios incorpo- 
rating constraints related to positive or negative screens induces a cost in 
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investment performance or whether it is associated with additional gains.! 
The Journal of Investing has been an active SRI/ESG outlet for more than 
20 years, starting with Luck and Pilotte (1993), Kurtz and DiBartolomeo 
(1996), and many of the Moskowitz Prize winners for research in socially 
responsible investing, including the first winner, Guerard (1997a). In this 
analysis, we apply the earnings forecasting model used in Guerard (1997a, 
1997b) and the subsequent larger composite models of expected returns, 
Guerard et al. (2014, 2015), to show that incorporating ESG Environmental 
(ENV) criteria may potentially enhance stockholder returns. Specifically, we 
find that in certain implementations, incorporating the KLD environmental 
criteria enhances portfolio returns. 

The Moskowitz Prize, awarded annually since 1996 for research in socially 
responsible investing, has recognized the environmental research analyses 
of Russo and Fouts (1997), Dowell et al. (2000), and Naaraayanan et al. 
(2020) among its winning studies. Russo and Fouts (1997) used the Franklin 
Research & Development Corporation (FRDC) environmental ranking. 
These authors report that in 1991 and 1992, in a 243-firm regression model 
using the return on assets (ROA) as the dependent variable, that ROA was 
positively and statistically associated with firm growth, industry growth, firm 
size, advertising intensity, and the FRDC environmental ranking. 

Dowell, Hart, and Yeung (DHY 2000 hereafter) start their analysis with a 
universe of the S&P 500 Companies, operating in countries with per capita 
income below US$8,000 (in 1985 US dollars, relatively lower-income coun- 
tries) during 1994-1997. They restrict their modeling to manufacturing 
firms and use the Investor Responsible Research Center (IRRC) environ- 
mental rating. The resulting universe is 89 firms. The dependent variable is 
Tobin’s Q, measuring the firm Market Value of equity relative to the replace- 
ment costs of tangible assets, defined as book value of inventory plus the 
net value of physical plant and equipment. DHY (2000) study three ENV 
standards: 


ENVI = Local ENV standard, 
ENV2 = US ENV standard, and 
ENV3 = Stringent ENV standard. 


DHY (2000) report that 72 of the 89 firms never changed ENV strategies; 16 
changed once; and one changed twice. Of these changes, 12 were positive 
and six were negative changes. 

The DHY regressions show that Tobin’s Q is positively and statistically 
associated with research and development expenditures, advertising inten- 
sity, and the IRRC environmental ranking. The smallest coefficient for ED2 
(Table 5.3, regression 3-d) indicates that firms adopting their own stringent 
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global environmental standards have a Tobin’s Q that is higher than those 
using US standards abroad. 

Naaraayanan, Sachdeva, and Sharma (NSS 2020 hereafter) study the 
New York City Pension System (NYCPS) Board Accountability Project (BAP, 
announced in November 2014) to hold boards accountable to long-term 
shareholders and give pensioners a voice concerning board diversity, cli- 
mate change risks, and employee treatment. In the Russell 3,000 stock 
universe during the 2000-2013 time period, 62 of the 181 BAPs were envi- 
ronmentally based. NSS (2020) use the Thomson-Reuters (Asset4) ENV 
score. The reported regression results indicated that the return on assets 
was positively and statistically associated with the Fossil Fuel index return, 
form size, the market-to-book value ratio, and profitability. The authors did 
not find a statistically significant coefficient on the Thomson-Reuters envi- 
ronmental rating. Overall, the authors report that targeted BAP firms effec- 
tively reduced real Environmental Protection Authority (EPA)-measured 
toxic releases by a statistically significant amount. The BAP-targeted firms 
reduced their Toxic Release Inventory (TRI) and the Greenhouse Gas 
Reporting Program (GGRP) levels by up to 50 percent. 


Environmental Scores 


Before the development of the KLD dataset in the early 1990s, which went 
on to become an industry standard, a large volume of ESG-related research 
focused on various ways to estimate the effects of ESG on company perfor- 
mance (for examples, see Gordon and Buchholz 1978; Aupperle et al. 1985; 
Rosen et al. 1991). To our knowledge, the first academic papers to validate 
and link KLD data with firm characteristics were by Ruf et al. (1993) and 
Graves and Waddock (1994). 

KLD ratings started in 1991, covered about 650 companies, and were 
based on a —2 to +2 ratings system in nine categories, including negative 
screens. The current study utilizes the 2017 version of the database, in which 
rankings start December 1991, end December 2017, and contain binary val- 
ues of 0 and 1 for strengths and weaknesses in seven categories and six 
controversy scores for more than 3,000 companies. 

Over time, the KLD database has been enhanced, resulting from acqui- 
sitions and other methodology changes. For example, in 2000, the human 
rights category was added (Galema et al. 2008); in 2002, governance was 
added (Statman and Glushkov 2009); and in 2010, KLD decided to rank 
companies only on issues relevant for their industry instead of all issues. 

From the early KLD studies (Sharfman 1996) and continuing to Statman 
and Glushkov (2009), among others, there has been an ongoing discus- 
sion about the challenges of creating a unique overall KLD-based score. 
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The simplest way that sums all strengths and subtracts all weaknesses incurs 
its own set of biases and imbalances driven by data structure rather than 
companies’ ESG attributes. Dorfleitner et al. (2014) study the relation 
between ESG score performance and stock performance in various markets 
worldwide, reiterating global evidence of the positive association between 
firm ESG ratings and subsequent returns; however, the bias remains. The 
earlier literature attempted to address the implicit bias arising from weight- 
ing each issue equally. For example, in order to avoid treating each ESG 
strength and weakness as equally important, Waddock and Graves (1997) 
rely on the issues weighting scheme developed by Ruf et al. (1993). Because 
such weightings are highly subjective, they are no longer used in the more 
recent studies. For example, Employee Relations strengths are evaluated on 
ten individual variables, with a maximum score of 8, while Human Rights 
strengths are evaluated on three variables with a maximum score of 2. 
Hence, because of the uneven ranges, the raw score will be much more 
affected by the Employee Relations strengths vs. Human Rights strengths. 
The same issues affect the weights of strengths vs. concerns. An area having 
a larger number of evaluated metrics will receive a higher implied weighting 
in the overall raw calculations. 

Another challenge arises because of the changing coverage of the KLD 
dataset over time. Specifically, as the number of strengths and weakness- 
es changes in each category, summing the raw strengths and weakness, as 
was the earlier practice, creates score dynamics that are influenced by the 
dataset construction, rather than by the company’s changing ESG policies. 
Kempf and Osthoff (2007) address this problem by normalizing the net 
scores within each of the six categories. In addition, they introduce a way to 
transform the weakness measure into the same direction as the strengths. 

Manescu (2011) adds an additional refinement that normalizes strengths 
and weaknesses separately because the number of each sub-strength and 
sub-weakness are different and also vary across time. 


Modifying the KLD Environmental Score 
Data 


Inside each of (now) seven subcategories (Governance, Community, Diver- 
sity, Employee Relations, Environment, Human Rights, and Product Safety), 
KLD provides binary ratings on multiple individual measures of strengths 
and concerns criteria. For each of the seven categories and for each compa- 
ny in each year, the Category Raw Net Score is the sum of category strengths 
minus the sum of category weaknesses. The Total Raw Net Score is the sum 
of the strengths across all categories minus the sum of all the weaknesses 
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across all categories. There is a Total Net Score only if both strength and 
weakness exist. If strengths or weaknesses are missing entirely, the Net Score 
is missing for that company in that year and is not included in calculations. 

To avoid the challenges of combining sub-score ratings across ratings 
subcategories, identified in the literature, and to focus simply on the Envi- 
ronment subcategory, we do not aggregate across subcategories, and we 
focus on yearly constitution of the rankings. Specifically, we separately sum 
the number of Environmental strengths and weaknesses a given company 
has in a given year, rejecting zeros as non-covered, and then consider the 
simple difference between the two by firm and by year. We then compute 
each firm’s Environmental net score (ENV) as the difference between the 
number of Environmental strengths and weaknesses it has (again, without 
firms that have zeros). Finally, portfolio formation stratifies firms by their 
ENV score into quintiles yearly denoting Lo ENV and Hi ENV as the bottom 
and top quintiles firms. 

By focusing on the Environment subcategory alone, we avoid the issue 
of combining different possible numbers of strength and weakness indica- 
tors in the different subcategories. By computing strengths and weaknesses 
summations separately and rejecting zeros that indicate non-coverage, and 
only then computing a total ENV score (the number of strengths minus the 
number of weaknesses) , we avoid distortion induced by non-coverage. Final- 
ly, by focusing on the yearly cross-section of firms and defining Lo and Hi 
ENV firms as the bottom and top quintiles, we effectively dynamically adjust 
for changes in the underlying structure of the KLD data in a manner that 
takes the position of traders operating on information known to them at 
the time of portfolio formation. 


Composite Models for Expected Returns 
Modeling and Stock Selection 


In anumber of composite models for expected returns, we utilize modifica- 
tions of the expected return models outlined by Bloch et al. (1993). These 
models synthesized cross-sectional relationships between (and among) doc- 
umented anomalies. Graham and Dodd (1934), Williams (1938), Graham 
etal. (1962), Elton and Gruber (1972a, 1972b), Latané et al. (1975), Jacobs 
and Levy (1988), and Dimson (1988) tested and reported known anomalies, 
including the low PE or high earnings-to-price (EP), high book value-to- 
price, high cash flow-to-price, high sales-to-price, and net current asset 
value.” In addition, the model synthesizes small-size earnings forecasts, revi- 
sions, recommendations, breadth, earnings surprises, and dividend yield 
variables identified (see Banz 1981; Dimson 1988; Jacobs and Levy 1988; 
and Ziemba and Schwartz 1993 as anomalies). 


ESG and Expected Returns on Equities 113 


The resulting model from Bloch etal. (1993) is referenced below as equa- 
tion (1) relating total realized returns, TR, to eight selected variables. We 
refer to this model as the composite model, REG8: 


TR= wot wEP + wBP + w CP + wySP+ wsREP + weRBP+ wRCP 
+ wgRSP + ¢ (1) 


where: 


EP = [earnings per share]/[price per share] = earnings-price ratio; 

BP = [book value per share]/[price per share] = book-price ratio; 

CP = [cash flow per share]/[price per share] = cash flow-price ratio; 

SP = [net sales per share]/ [price per share] = sales-price ratio; 

REP = [current EP ratio] /[average EP ratio over the past five years]; 
RBP = [current BP ratio] /[average BP ratio over the past five years]; 
RCP = [current CP ratio] /[average CP ratio over the past five years]; and 
RSP = [current SP ratio] /[average SP ratio over the past five years]. 


Given concerns about both outlier distortion and multicollinearity, Bloch 
et al. (1993) test the relative explanatory and predictive merits of alterna- 
tive regression estimation procedures and find that controlling for both 
outliers and multicollinearity via robust regressions is important. Second, 
Bloch et al. (1993) quantify the survivor bias (including dead companies in 
the database) and find that it was not statistically significant in either Japan 
or the US for the period tested. Third, they investigate period-to-period 
portfolio revision and find that tighter turnover and rebalancing triggers 
led to higher portfolio returns for value-based strategies. Finally, Markowitz 
and Xu (1994) develop a test for data mining.’ In addition to testing the 
hypothesis of data mining, the test can also be used to estimate and assess 
the expected differences between the best test model and the average of 
simulated policies. 

Studies of the effectiveness of corporate earnings forecasting variables* 
reported in Cragg and Malkiel (1968), Elton et al. (1981), DeBondt and 
Thaler (1989), Wheeler (1994), and Guerard and Stone (1992) were 
reprinted in Bruce and Epstein (1994).° Analysts’ forecasts of earnings 
per share (EPS), EPS revision, and the direction of EPS forecast revi- 
sions were incorporated into the Institutional Broker Estimation Services 
(I/B/E/S) in-print database in July 1972. The I/B/E/S database has 
computer-readable data from January 1976, domestically, and January 1987 
for non-US.° We refer the reader to Brown (1998) which contains about 570 
abstracts of I/B/E/S studies. 

Guerard et al. (1997) report that analysts’ forecast variables enhanced 
portfolio returns over the long run. CTEF, a composite model of earnings 
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consensus forecasts, revisions, and breadth, the agreement among analysts’ 
revisions (all from I/B/E/S), was highly statistically significantly correlated 
with stock returns. Guerard and Mark (2003) reported that CTEF, and a 
nine-factor model, denoted REGY and composed of REG8 plus CTEF, was 
highly (statistically) significantly correlated with stock returns. 

Guerard et al. (2012) and Guerard et al. (2014) added price momen- 
tum (PM), price at t-1 divided by the price seven months ago, t-7, which we 
refer to as 7/1 momentum. This is different from, but correlated with, the 
PRIYR momentum definition using prior returns measured from t1 to t-12 
to classify momentum. They denoted the ten-factor stock selection model 
as United States Expected Returns (USER). They reported, among other 
results, that: (1) the EP variable had a larger average weight than the BP 
variable; (2) the relative PE, denoted RPE, the EP relative to its 60-month 
average, had a higher average weight than the PE variable; and (3) the com- 
posite earnings forecast variable, CTEF, had a larger weight than the RPE 
variable. In fact, in the USER model, only the price momentum variable, 
PM, had a higher weight than the CTEF variable (and only by 1 percent, at 
that) .” 

In what follows, we employ the USER model shown in equation (2), 
augmenting REG8: 


TR = ao+a1EP,+ ao9BP,+ a3CP,4 a4SP,+ a, REP,+ agRBP,+ a7RCP; 
+ agRSP,+ ag CTEF,+ ajoPM;4+ € (2) 


where: 


EP = [earnings per share]/[price per share] = earnings-price ratio; 

BP = [book value per share]/[price per share] = book-price ratio; 

CP = [cash flow per share]/[price per share] = cash flow-price ratio; 

SP = [net sales per share] /[price per share] = sales-price ratio; 

REP = [current EP ratio] /[average EP ratio over the past five years]; 

RB = [current BP ratio] /[average BP ratio over the past five years]; 

RCP = [current CP ratio] /[average CP ratio over the past five years]; 

RSP = [current SP ratio] /[average SP ratio over the past five years]; 

CTEF = consensus earnings-pershare I/B/E/S forecast (FEP), revisions 
and breadth (BR), 

PM = Price Momentum; and 

e = randomly distributed error term. 


The Guerard et al. (2014) USER model test substantiated the Bloch et al. 
(1993) approach. In addition to the fundamental ten-factor USER model, 
we isolate the following subset models to isolate particular effects in the 
models: EWC sets al through a10 = 10 percent, allowing tests out-of-sample 
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optimization of USER weights. EVALUE sets a5 through al0 equal to zero 
and al through a4 equal to 25 percent, producing, in effect, a ‘bagged’ 
value model that naively blends traditionally estimated valuation ratios. MQ 
sets al through a8 = 0, isolating the CTEF earnings variable and 7/1 price 
momentum, which are equally weighted. 


Model Estimation 


For each security, we use monthly total stock returns and prices from CRSP 
files, earnings book value cash flow, net sales from quarterly COMPUSTAT 
files, and consensus earnings-per-share, forecast revisions, and breadth from 
I/B/E/S files. We construct the variables used in (3) for each month start- 
ing in January 1990. The USER model is estimated using the weighted least 
squared latent root regression analysis of Bloch et al. (1993) to control for 
multicollinearity among signal regressors and to address outliers (analysis 
over the 60-month (five-year) moving window for each period to identify 
variables statistically significant at the 10 percent level). The model uses 
the normalized coefficients as weights over the past 12 months with the 
Beaton-Tukey bisquare outlier adjustment. We use the statistically signif- 
icant coefficients to estimate the next month’s expected return rank, E; 
for each security. The USER estimation conditions are virtually identical to 
those described in Guerard et al. (2012) and Guerard et al. (2014, 2015).° 


Empirical Results 


Table 5.2 presents summary statistics for our sample, and Figures 5.1 and 
5.2 plot the numbers of firms having the requisite input over time for the 
calculation of the overarching USER model value and for the earnings sub- 
component, CTEF. The number of firms having full input variable values is 
closely followed by the number of firms having the earnings variable. The 
former ranges from about 1,000 firms in 1976, just a few years after the 
NASDAQ exchange went online, joining NYSE and AMEX exchanges in 
the data, to about 1500 firms in 1991, the beginning of the KLD data. The 
number of firms having CTEF information peaks in 1989 at approximately 
2750, while the number of firms having complete data for USER peaks at 
about 2550. Both decline to just under 2,000 firms at the end of the sam- 
ple period in December 2017. Figure 5.2 tracks the number of firms in the 
tails of the distribution defined in the Low and High Environmental ratings 
equal-weighted portfolios. A large spike is seen in 2013 when the number of 
firms covered by KLD was expanded to a large number of firms in the left 
tail of the environmental score distribution. 


TABLE 5.2 Summary statistics for the USER model and CTEF variable 


Annualized Annualized Annualized # of Firms Average 
Arithmetic Geometric Volatility Value 
Return Return 
Q5 (High) 15.8% 14.5% 20.5% 347 6.70% 
Q4 14.7% 13.7% 18.4% 347 0.03% 
USER Q3 14.6% 13.8% 17.7% 346 0.00% 
Q2 13.5% 12.5% 18.1% 347 0.00% 
Q1 (Low) 13.0% 11.1% 22.0% 347 -5.28% 
Q5-Q1 2.8% 2.3% 9.4% 
Q5 (High) 15.8% 14.9% 18.8% 366 25.43% 
Q4 15.2% 14.3% 18.9% 365 13.42% 
CTEF Q3 15.1% 14.1% 19.0% 364 0.09% 
Q2 13.2% 11.7% 19.9% 365 -13.71% 
Q1 (Low) 11.1% 9.3% 20.9% 366 -24.54% 
Q5-Q1 4.7% 4.5% 6.5% 


Note: The table shows summary statistics for quintile portfolios formed on the ten-factor US Expected Return model (USER) of Guerard (1997a, 1997b) 
and Bloch et al. (1993) incorporating earnings yield, book-to-market, cashflow-to-price, and sales-to-price ratios, along with these ratios scaled by the 
average ratios over the previous five years as well as CTEF and price momentum. CTEF measures consensus earnings per share from I/B/E/S forecasts, 
revisions, and breadth. The sample ranges from May 1995 through December 2017. The table presents the average annual unconditional returns for the 
quintile groups, the average geometric return, the annualized standard deviation (volatility), the number of firms in each quintile, and the average of the 
USER model variable or CTEF, respectively. 

Source: Authors’ computations. 
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— + USER Total # of Firms +++»... CTEF Total # of Firms == = EWC Total # of Firms 
——EValue Total # of Firms === MQ Total # of Firms 


Figure 5.1 Total number of firms counted in model and selected sub-components 


Note: The number of firms counted is the intersection of WRDS Compustat, CESP, and IBES 
databases. 
Source: WRDS Compustat, CRSP, and IBES databases. 


Table 5.3 reports the baseline performance of five models of expected 
return via three encompassing risk-factor models from the academic litera- 
ture estimated over the period March 1991 through December 2017. The 
five expected return models are subsumed in the USER model described 
above: USER, EWC, EValue, MQ, and CTEF. The EWC model naively equal 
weights inputs while the USER model optimizes the weights (with most 
of the period of the estimations being out of sample with respect to the 
optimized weights). The EValue model incorporates an equal weighting 
of the bagged, scaled price ratios articulated above, while the MQ mod- 
el isolates the remaining variables (non-GAAP) formed using consensus 
earnings, earnings breadth, and earnings depth. 

In Panel A of Table 5.3, quintile sorts on the encompassing USER mod- 
el produce annualized alpha ranges from 3.2 percent to -0.1 percent in a 
one-factor CAPM using RMRF as the market measure. We see a U-shape pat- 
tern in one-factor market betas and inverted U-shapes in Adjusted R2s. The 
Q5-Q1 portfolio delivers an alpha of 3.3 percent with nearly zero-beta and 
adjusted R2. In the four-factor model of Carhart (1997), which embeds the 
Fama-French three-factor model, we see a similar pattern, except that across 
the CTEF quintiles, the momentum exposures are quite strong. Starting at a 


TABLE 5.3, Baseline performance of five models of expected returns 
Panel 1 Multifactor Models Regressions (March 1991—December 2017) 
One -Factor Model Fama-French/Carhart Four-Factor Model Fama-French/Carhart Plus Quality Five-Factor Model 
(CAPM) 

USER RMRF Intercept Adj RÈ RMRF SMB HML MOM Intercept Adj Rt RMRF SMB HML MOM Quality Intercept Adj R? 
Quintile5 1.24 3.2% 76.9% 1.02 0.86 0.07 -0.55 3.6% 90.8% 1.00 0.81 0.10 054 -0.13 4.3% 90.9% 
Quintile4 1.13 2.2% 77.1% 0.96 0.64 0.24 -0.21 2.0% 94.3% 0.97 0.67 0.23 -0.22 0.08 1.5% 94.4% 
Quintile 3 1.05 2.5% 74.6% 0.91 0.63 0.28 -0.22 2.8% 93.3% 0.92 0.65 0.27 -0.22 0.09 2.5% 94.3% 
Quintile2 1.10 1.6% 77.0% 0.98  0.67%0.23 -0.21 2.5% 94.2% 1.00 0.70 0.21 -0.22 0.09 2.0% 94.3% 
Quintile] 1.32 -0.1% 64.8% 1.11 0.80 0.15 -0.04 0.4% 93.9% 1.09 0.76 0.17 0.03 -0.10 1.0% 94.0% 
L/S -0.08 3.3% 0.2% -0.09 0.06 -0.08 -0.51 3.2% 53.6% -0.09 0.05 -0.07 -0.51 -0.03 3.3% 58.1% 
EWC RMRF Intercept Adj RÈ RMRF SMB HML MOM Intercept Adj R? RMRF SMB HML MOM Quality Intercept Adj R? 
Quintile5 1.23 1.7% 75.1% 1.05 0.72 0.22 -0.31 2.9% 93.8% 1.05 0.72 0.22 -0.31 0.00 2.9% 93.8% 
Quintile 4 1.17 1.4% 75.9% 1.00 0.72 0.15 -0.23 2.1% 93.8% 1.01 0.74 0.14 -0.23 0.05 1.9% 93.8% 
Quintile3 1.09 1.6% 74.5% 0.94 0.68 0.22 -0.23 2.1% 93.1% 0.94 0.68 0.21 -0.23 0.00 2.1% 93.1% 
Quintile2 1.15 1.2% 77.1% 0.99 0.69 0.18 -0.22 1.8% 94.4% 1.00 0.70 0.17 -0.22 0.02 1.7% 94.4% 
Quintile 1 1.20 1.6% 73.5% 102 0.79 0.21 -0.24 2.2% 93.3% 1.00 0.76 0.23 -0.24 -0.09 2.7% 93.4% 
L/S 0.03 0.1% 3.2% 0.03 -0.07 0.01 -0.07 0.7% 9.8% 0.04 -0.04 -0.01 -0.07 0.09 0.2% 14.2% 
Evalue RMRF Intercept Adj R? RMRF SMB HML MOM Intercept Adj R? RMRF SMB HML MOM Quality Intercept Adj R? 
Quintile5 1.13 3.0% 67.0% 0.91 0.74 0.12 -0.36 5.0% 89.2% 0.89 0.70 0.14 -0.36 -0.13 4.7% 89.3% 
Quintile4 1.06 2.4% 69.4% 0.89 0.75 0.11 -0.18 3.0% 89.3% 0.87 0.71 0.13 -0.18 -0.09 3.5% 89.4% 
Quintile 3 0.97 2.9% 69.1% 0.82 0.65 0.13 -0.19 3.6% 88.0% 0.80 0.62 0.14 -0.19 -0.08 4.0% 88.0% 
Quintile2 1.04 2.1% 70.7% 0.88 0.71 0.15 -0.19 2.6% 89.9% 0.87 0.68 0.16 -0.18 -0.07 3.0% 89.9% 
Quintile 1 0.98 2.3% 69.5% 0.83 0.68 0.08 -0.17 2.9% 88.9% 0.80 0.63 0.11 -0.16 -0.14 3.7% 89.1% 
L/S 0.15 0.7% 18.2% 0.09 0.06 0.04 -0.19 2.0% 44.5% 0.09 0.07 0.03 -0.19 0.00 1.0% 55.4% 


Panel 2 

MQ RMRF Intercept Adj R? RMRF SMB HML MOM Intercept Adj R? RMRF SMB HML MOM Quality Intercept Adj R? 
Quintile5 1.13 3.5% 76.1% 1.04 0.86 0.02 -0.69 2.3% 90.4% 1.02 0.82 0.05 -0.69 -0.13 3.1% 90.5% 
Quintile4 1.14 2.8% 78.7% 0.99 0.73 0.18 -0.32 2.0% 94.1% 0.98 0.71 0.20 -0.32 -0.05 2.3% 94.1% 
Quintile3 1.05 1.6% 74.7% 0.91 0.66 0.24 -0.20 1.8% 92.3% 0.92 0.68 0.23 -0.20 0.05 1.6% 92.3% 
Quintile2 1.19 0.5% 73.9% 1.01 0.69 0.22 -0.13 2.5% 94.9% 1.02 0.7 0.21 -0.13 0.02 2.3% 94.9% 
Quintile] 1.38 -2.7% 61.4% 1.06 0.72 0.2 0.1 1.4% 93.8% 1.07 0.73 0.19 0.1 0.03 1.2% 93.7% 
L/S(Q5- Q1)-0.26 6.2% 6.0% -0.02 0.14 -0.18 -0.80 0.9% 71.0% -0.05 0.09 -0.14 -0.79 -0.16 1.8% 35.4% 


CTEF RMRF Intercept Adj R? RMRF SMB HML MOM Intercept Adj R? RMRF SMB HML MOM Quality Intercept Adj R? 
Quintile5 1.15 2.1% 79.4% 1.02 0.62 0.16 -0.14 2.3% 92.6% 1.04 0.65 0.14 -0.15 9.2% 1.7% 92.7% 
Quintile 4 1.17 2.6% 77.7% 1.02 0.70 0.16 -0.19 3.0% 94.1% 1.01 0.70 0.16 -0.19 -0.5% 3.0% 94.1% 
Quintile3 1.12 2.9% 70.0% 0.94 0.77 0.12 -0.22 3.8% 89.8% 0.92 0.73 0.14 -0.22 -9.9% 4.4% 89.9% 
Quintile2 1.23 -0.6% 74.1% 1.04 0.80 0.17 -0.29 0.5% 94.4% 1.03 0.78 0.18 -0.28 -5.1% 0.8% 94.4% 
Quintile 1 1.27 -2.5% 71.3% 1.04 0.83 0.13 -0.37 -0.5% 93.2% 1.02 0.80 0.15 -0.36 -8.6% 0.0% 93.2% 
L/S 0.12 4.6% -0.01 -0.21 0.03 0.22 2.8% 0.02 -0.14 -0.01 0.22 0.18 1.8% 


Note: The tables show performance and factor exposures of quintile portfolios formed on five expected return models: The ten-factor US Expected Return 
model (USER) of Guerard (1997a, 1997b) and Bloch et al. (1993) incorporates earnings yield, book-to-market, cashflow-to-price, and sales-to-price ratios, 
along with these ratios scaled by the average ratios over the previous five years as well as CTEF and price momentum. (CTEF measures consensus earnings 
per share from I/B/E/S forecasts, revisions, and breadth, and PM is 7/1 price momentum.) In addition, results are given for an equal-weighted model 
with the same characteristic variables (EWC), an equal-weighted naïve value-based model using just the scaled price ratios above (EVALUE), and MQ, an 
equal-weighted model including CTEF and price momentum. Monthly Quantile portfolio returns or L/S zero-investment portfolio returns are regressed 
on the one-factor US equity premium (RMRF) model (the CAPM), the Fama-French/Carhart four-factor model, and a Fama-French/ Carhart five-factor 
model that includes the Fama-French quality factor. 

Source: Authors’ computations. 
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Figure 5.2 Total number of firms in each environmental rating category compared 
to sample total 


Note: The number of firms counted is the intersection of WRDS Compustat, CESP, and IBES 
databases. 
Source: WRDS Compustat, CRSP, and IBES databases. 


value of -0.55 and declining to -0.04 from the fifth to first quintile, momen- 
tum and CTEF sorts are quite highly correlated. The Q5-Q1 spread returns 
a strong negative loading on Carhart (1997) momentum but nothing on 
the remaining factor-mimicking portfolios. 

In the five-factor model that adds quality, we see a similar pattern: USER 
quintiles produce strong patterns in momentum-mimicking portfolio load- 
ings, while the Q5-Q1 spread produces a strong negative loading on momen- 
tum of -0.51 while the four-factor alpha is estimated to be 3.2 percent. As 
we will demonstrate below, the momentum loading derives from the 7/1 
price momentum variable within the model and is, in that sense, an expect- 
ed result. However, the four-factor alpha remains statistically significant and 
economically meaningful, indicating that USER encompasses information 
independent of the extended factor model. Moreover, the EWC and EValue 
results suggest that the contributions inherent in the definition of the USER 
model also add value. Because this model and its weightings were developed 
in advance of this time period, we are less worried about data mining than 
this finding would otherwise suggest. 

MQ, which is a 50/50 combination of CTEF and price momentum, 
produces high alphas, but only for one-factor CAPM (6.2 percent). When 
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momentum is accounted for in the four-factor model, the spread alpha is 90 
bps and the momentum loading is a large -0.80 for the Q5-Q1 spread. When 
quality is introduced in the five-factor model, we see that momentum load- 
ings are robust to the additional variable while the factor loading pattern 
is quite strong for both momentum and quality, but especially momentum. 
The five-factor alpha remains at 1.8 percent. In all of the one-, four- and 
five-factor models, we see the usual strong spread alpha (4.6 percent) which 
shrinks significantly when momentum and other zero-investment portfo- 
lio returns are included in the model where momentum subsumes the 7/1 
momentum effect of the expected returns model. Finally, corresponding 
to the patterns above, the earnings composite variable CTEF survives one-, 
four- and five-factor regressions with positive and significant pricing error 
(alpha). 


The Interaction of Environmental Scores 
and Expected Return Models 


Table 5.4 reports one-, three-, and five-factor model time series regressions 
in which, for each of the expected return models above (USER, EWC, EVal- 
ue, MQ, and CTEF), returns from portfolios constructed based on their 
ENV and model numerical values are calculated. High and low ENV and 
model groups are defined yearly by the 30/40/30 criteria (see Fama and 
French 1992; Carhart 1997). Each year, the 30 percent of firms with the 
highest (low) normalized environmental scores are included in the high 
(low) ENV group. Independent firms are included in the high (low) USER 
groups yearly, based on their raw USER scores. Firms that are in both high 
environmental score and high USER score groups are characterized as High 
ENV + High USER and so on. Firms are equal-weighted within groups. 

The results in Panel A of Table 5.4 generally demonstrate that High ENV 
have excess returns (alpha) holding USER constant, and that firms that 
have high expected returns via the models, along with high environmen- 
tal scores, produce the greatest pricing errors (alphas) in the various factor 
model estimations. For example, in the CAPM (RMRF) regression in Panel 
A of Table 5.4, the High ENV + High USER portfolio produces an annual- 
ized intercept (alpha) of about 3.6 percent while the Low ENV + Low USER 
portfolio produces a historical alpha of 0.1 percent. The (High+High)— 
(Low+Low) spread produces a nearly zero-beta return (alpha) of about 3.5 
percent. Moreover, when isolating the USER effect by going long and short 
along the USER dimension and examining the resulting ENV differentials, 
High ENV firms produce an 80 bps excess return while the Low ENV score 
portfolio produces an excess return of -0.40 percent, yielding an alpha of 
approximately 1.20 percent. 


TABLE 5.4 The interaction of expected return models and ESG/KLD scores: The case of USER and Environmental scores 


Panel 1 


Multifactor Models Regression Parameters (March 1995—December 2017) 


One-Factor Model (CAPM) 


Fama-french/Carhart Four-Factor model 


Fama-Franch/Carhart Plus Quality Five-Factor Model 


USER 


RMRF Intercept 


HML MOM Intercept 


Adj R2 


TE AR RMRF 


MOM Quality Intercept 


Adj R2 


TE 


HighENV+ 
HighUSER 
HighENV+ 
LowUSER 


LowENV+ 


HighUSER 
LowENV+ 


LowUSER 


HighENV: 
L/S USER 
LowENV: 

L/S USER 


(High+ 
High)- 


(Low+Low) 


-0.05 


0.08 


4.6% 


4.2% 


0.4% 


1.0% 


-0.7% 


0.4% 


78.7% 


77.2% 


72.5% 


78.9% 


15.5% 


4.1% 


8.0% 0.57 


9.1% 0.46 


10.8% 0.04 


9.6% 0.11 


7.9% -0.08 


9.6% 0.04 


1.01 


0.99 


1.10 


1.22 


0.12 


-0.02 


-0.21 


-0.19 


-0.10 


-0.29 


-0.15 


-0.03 


0.22 


0.36 


0.44 


0.59 


0.15 


0.14 


-0.37 


77.1% 


79.8% 


80.5% 


76.9% 


15.7% 


3.6% 


9.5% 


8.2% 


10.0% 


11.4% 


8.2% 


9.9% 


EWC 


Intercept Adj R° 


AR RMRF SMB HML MOM 


Intercept Adj R? 


TE AR RMRF 


MOM Quality Intercept AdjR? 


HighENV+ 
HighEWC 
HighENV+ 
LowEWC 


67.0% 10.1% 


0.33 


0.31 


2.7% 


77.2% 


77.6% 


8.4% 0.32 


8.7% 0.38 


1.00 


1.00 


-0.13 


-0.15 


0.41 


0.17 


79.7% 


77.9% 


LowENV+ 
HighEWC 
LowENV+ 
LowEWC 


1.13 


1.04 


HighENV: -0.07 
L/S EWC 
LowENV: 


L/SEWC 
(High+ 
High)- 
(Low+Low) 


0.09 


-0.08 


0.0% 


-0.2% 


-2.0% 


-2.1% 


3.5% 


64.7% 


58.3% 


1.0% 


2.6% 


12.5% 


13.2% 


9.6% 


7.6% 


0.00 


-0.02 


-0.21 


-0.27 


0.18 0.56 


0.18 0.71 


0.04 0.18 


0.01 -0.16 


0.14 -0.27 


-0.18 


-0.21 


0.02 


0.02 


0.09 


-0.4% 75.7% 


-1.0% 76.5% 


-2.8% 3.5% 


-1.7% 7.0% 


3.7% 


10.3% 


9.9% 


9.4% 


74% 


-0.21 


-0.23 


0.01 


0.01 


0.10 


0.59 


0.44 


0.24 


0.15% 


-0.03 


-3.8% 


-3.5% 


-4.2% 


-2.6% 


3.9% 


79.3% 


78.5% 


6.1% 


8.4% 


9.5% -0.40 


9.4% -0.37 


9.3% -0.45 


74% -0.35 


Evalue 


RMRF Intercept Adj R? 


TE 


SMB HML 


MOM Intercept Adj R? 


TE 


MOM 


Quality Intercept 


AdjR? 


TE 


HighENV+ 
HighE- 
VALU 
HighENV+ 
LowE- 
VALU 


0.99 


1.03 


LowENV+ 
HighE- 
VALU 
LowENV+ 
LowE- 
VALU 


1.15 


1.03 


3.5% 


2.9% 


0.5% 


-0.3% 


64.5% 


72.8% 


63.6% 


58.6% 


11.1% 


9.5% 


13.1% 


13.1% 


0.31 


0.04 


-0.03 


0.94 


0.97 


1.01 


0.31 0.45 


0.29 0.25 


0.22 0.57 


0.17 0.69 


-0.15 


-0.13 


-0.20 


-0.21 


3.1% 74.9% 


3.1% 78.2% 


0.1% 74.8% 


-1.1% 76.4% 


9.3% 


8.5% 


10.8% 


9.8% 


-0.11 


1.10 


0.33 


0.58 


-0.17 


-0.14 


-0.23 


-0.23 


0.37 


0.21 


0.63 


0.43 


1.0% 


1.9% 


-3.5% 


-3.5% 


76.6% 


78.8% 


78.6% 


78.4% 


8.9% 


8.4% 0.22 


10.0% -0.35 


9.4% -0.38 


Continued 


TABLE 5.4 Continued 


HighENV: -0.04 -1.8% 0.0% 9.9% -0.18 -0.03 0.03 0.19 -0.03 -2.2% 3.7% 9.7% -0.23 0.00 0.09 0.15 -0.04 0.16 -3.1% 4.5% 9.6% -0.33 
L/sEVALU 

LowENV: 0.12 -1.6% 48% 7.9% -0.20 0.10 0.06 -0.13 0.00 -1.1% 8.0% 7.7% -0.15 0.14 0.13 -0.18 0.00 0.20 -2.3% 10.6% 7.6% -0.3 
L/SEVALU 

(High+ -0.04 3.80% -0.07 0.15 -0.24 0.06 4.2% -0.08 0.12 -0.22 0.06 -0.06 4.6% 

High)- 

(Low+Low) 

Panel 2 

MQ RMRF Intercept AdjR? TE AR RMRF SMB HML MOM Intercept AdjR? TE AR RMRF SMB HML MOM Quality Intercept AdjR? TE AR 
HighENV+ 0.9 3.5% 69.8% 8.9% 0.40 0.90 0.27 0.35 0.02 2.2% 76.0% 7.9% 0.28 0.98 0.41 0.25 0.00 0.38 0.0% 78.5% 7.5% 0.00 
HighMQ 

HighENV+ 1.09 2.9% 66.7% 11.6% 0.25 0.98 0.33 0.33 -0.28 4.0% 77.5% 9.5% 0.42 1.02 0.40 0.28 -0.29 0.20 2.8% 77.9% 9.4% 0.30 
LowMQ 

LowENV+ 1.06 0.6% 61.2% 12.7% 0.5. 1.08 0.14 0.57 -0.04 -1.0% 69.5% 11.2% -0.09 1.20 0.35 0.42 -0.06 0.56 -4.2% 73.0% 10.5% -0.40 
HighMQ 

LowENV+ 1.12 -0.9% 55.5% 15.0% -0.6 1.03 0.23 0.71 -0.36 -0.5% 76.8% 10.8% -0.05 1.13 0.04 0.58 -0.38 0.48 -3.3% 78.9% 10.3% -0.32 
LowMQ 

HighENV: -0.19 -1.7% 5.7% 11.3% -0.15. -0.08 -0.05 0.01 0.29 -4.1% 22.3% 10.1% -0.40 -0.04 0.02 -0.03 0.28 0.19 -5.1% 23.2% 10.0% -0.51 
L/SMQ 

LowENV: -0.06 -1.0% 0.1% 12.4% -0.8 0.05 -0.08 -0.15 0.32 -3.0% 21.6% 10.9% -0.27 0.07 -0.05 -0.17 0.31 0.09 -3.5% 21.6% 10.9% -0.32 
L/SMQ 

(High+ -0.22 4.5% -0.14 0.04 -0.36 0.38 2.7% -0.16 0.01 -0.33 0.38 -0.10 3.3% 

High)- 


(Low+Low) 


CTEF RMRF Intercept AdjR? TE AR RMRF SMB HML MOM Intercept AdjR? TE AR  RMRF SMB HML MOM Quality Intercept AdjR? TE AR 
HighENV+ 0.95 2.3% 69.9% 9.3% 0.25 0.95 0.22 0.37 -0.01 1.1% 75.3% 84% 0.13 1.05 0.39 0.24 -0.03 0.47 -1.6% 78.8% 7.8% -0.20 
HighCTEF 

HighENV+ 1.05 4.2% 66.5% 11.2% 0.38 0.93 0.38 0.31 -0.26 5.2% 77.7% 91% 0.56 0.95 0.42 0.28 -0.26 0.12 4.5% 778% 9.1% 0.49 
LowCTEF 

LowENV+ 1.09 1.2% 60.8% 13.1% 0.09 1.07 0.15 0.56 -0.15 0.4% 70.9% 11.2% 0.04 1.19 0.37 0.40 -0.18 0.58 -2.9% 74.4% 10.5% -0.27 
HighCTEF 

LowENV+ 1.09 -1.6% 58.6% 13.8% -0.12 1.05 0.22 0.72 -0.24 -2.2% 76.8% 10.3% -0.21 1.14 0.39 0.60 -0.26 0.46 -4.8% 78.9% 9.8% -0.48 
LowCTEF 

HighENV: -0.10 -4.2% 14% 11.0% -0.38 0.02 -0.016 0.05 0.24 -6.3% 14.6% 10.01% -0.62 0.09 -0.03 -0.05 0.22 0.36 -8.3% 19.1% 9.9% -0.85 
L/SCTEF 

LowENV: 0.00 0.4% -0.4% 10.3% 0.04 0.02 -0.07 -0.17 0.08 0.3% 41% 10.0% 0.03 0.05 -0.02 -0.02 0.08 0.13 -0.4% 4.5% 10.0% -0.04 
L/SCTEF 

(High+ -0.14 3.9% -0.10 0.00 -0.35 0.23 3.30% -0.10 0.00 -0.35 0.23 0.01 3.2% 

High)- 

(Low+Low) 


Note: The tables show performance and factor exposures of portfolios formed using the ten-factor US Expected Return model (USER) of Guerard (1997a, 1997b) and Bloch 
etal. (1993) incorporating earnings yield, book-to-market, cashflow-to-price, and sales-to-price ratios, along with these ratios scaled by the average ratios over the previous five 


years as well as CTEF and price momentum. (CTEF measures consensus earnings per share from I/B/E/S forecasts, revisions, and breadth, and PM is 7/1 price momentum.) 


The monthly returns of high (low) KLD Environmental score firms with high or low USER rankings or L/S zero-investment portfolio returns are regressed on a one-factor 
US equity premium (RMRF) model (the CAPM), the Fama-French/Carhart four-factor model, and a Fama-French/Carhart five-factor model that includes the Fama-French 


quality factor. TE is the unbiased residual standard deviation. AR is the appraisal ratio (Information Ratio with unconstrained beta). 


Source: Authors’ computations. 
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These results for the CAPM are robust across the additional factor models 
where interesting patterns in factor loadings emerge, indicating the inter- 
action between ESG characteristics and traditional factor exposures. For 
example, while patterns in market betas remain intact in moving from the 
CAPM to the Carhart (1997) four-factor model, small-size effects emerge 
and in particular value (HML) factor loadings are significantly larger for 
High ENV + High USER portfolios than for Low ENV + Low USER portfo- 
lios. Specifically, the Fama-French HML (value less growth) factor loading 
for the (High+High)—(Low+Low) spread is -0.35, the momentum spread 
loading estimate is 0.18, and the intercept (pricing error or alpha) is an 
annualized 3.5 percent. In other words, perhaps as expected, firms that 
have low environmental scores seem to have a more pronounced value 
exposure than those with high scores, corresponding to received wisdom 
that ESG stock portfolios are generally tilted toward growth and away 
from the asset-heavy traditional value sectors and firms. These results are 
borne out by the five-factor model extending the Carhart (1997) model 
with the Fama-French Quality spread. Interestingly, quality subsumes the 
momentum loading and, to a lesser extent, value. 

Part of the story behind the negative quality loading (—0.37 at the point 
estimate) in the regression is clear from the differences between the load- 
ings on the Quality-mimicking portfolio spread, first holding ENV constant 
and then holding USER constant. For instance, the differential between 
High USER and Low USER loadings for High ENV is —0.14 (= 0.22-0.36), 
and for Low ENV, it is -0.15. In other words, USER correlates negatively 
with Quality, a fact that is known from previous literature that identifies 
USER as measuring expected profitability rather than realized profitabili- 
ty, which on average mean-reverts relative to expectations. Holding USER 
constant, for High USER, the spread in the quality loading between High 
ENV and low ENV is estimated as -0.22 (= 0.22-0.44) and for Low USER is 
0.36-0.59 = —0.23. In other words, overall, equity portfolios load positively 
on the Quality factor portfolio, but Low ENV tends to load more strongly 
than High ENV, suggesting once again that positive environmental char- 
acteristics are negatively associated with realized measures of profitability, 
which is obliquely measured with respect to momentum and value, as is also 
known. Nonetheless, the alpha for the (High+High)—(Low+Low) spread is 
strong at an estimated 6.4 percent annualized value. 

The evidence construed across model sub-components reinforces the 
story for the aggregate USER model. For instance, for the naively equal- 
weighted EWC model as well as the value-bagged model (EVALUE), the 
MQ model incorporating only price momentum and CTEF, and for CTEF 
itself, the CAPM and Carhart models load essentially the same with nearly 
identical intercepts. However, in the five-factor model, we see an inversion 
of the Quality loadings. In other words, in the unoptimized EWC model 
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(recall that the input weightings in the USER model were optimized long 
ago, essentially out of sample, while the EWC model treats all inputs the 
same and the others break out sub-components) as well as the others, it is 
quite clear that Quality loadings are higher for High EWC, High EVALUE, 
High MQ, and High CTEF versus their Low counterparts. The informa- 
tion ratio optimization inherent in the definition of USER seems to weight 
components that invert the relationship. Nonetheless, the intercepts in all 
five-factor regressions remain economically and statistically significant for 
all models including for CTEF. Taken together, the results strongly suggest 
an interaction between ENV and various models for expected returns, which 
in turn indicates that when one is creating portfolios (ESG or not), one 
would do well to consider both sources of information and that ESG infor- 
mation in this important and currently very relevant case of environmental 
scores may be additive in creating portfolios. 


Conclusion 


Using long-standing models for expected returns of US equities, we showed 
in this chapter that firm environmental ratings interact with those forecast- 
ed returns and produce excess returns both unconditionally and condition- 
ally. Now-traditional factor models subsume neither environmental-related 
return differentials nor expected-return premia from those scores and mod- 
els. In addition, combining information from both inputs (expected return 
models and ESG information) may provide an advantage in selecting invest- 
ments, opening up the question of why? We speculated that the traditional 
inputs into quantitative estimates and models, namely data from accounting 
filings made under GAAP, are limited; and that information from earnings 
forecasts, their breadth, and their depth combine with ESG information to 
augment the information set referenced in successful strategies. For finan- 
cial fiduciaries, this notion shifts the conversation about ESG reflecting only 
constraints to one of an expanded information and possibly investment 
opportunity set. 

One troubling facet of the 1998 US DOL Doyle guidance is its sole 
emphasis on risk-adjusted return rather than on portfolio characteristics. 
As Geczy et al. (2021) point out, side-by-side comparisons of ESG and non- 
ESG investments may suggest that there is no expected risk-adjusted return 
difference between them, or even that ESG investments may outperform 
their non-ESG counterparts (or high- vs. low-scoring investments) and yet 
still lead to lower Sharpe ratios at the aggregate portfolio level. The critical 
feature for portfolios is not only whether a given high ESG-scoring invest- 
ment outperforms a low-scoring one, but whether, in focusing or tilting 
toward firms with positive ESG characteristics, investment diversification is 
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lost, especially if the ‘tilt? ends up being Boolean (ESG in .. . everything else 
out). It is surprising that guidance has not emerged framing this important 
point with more fidelity. After all, while we have shown that ESG scores can 
provide important information to investors about expected return, we have 
not shown that portfolios formed from only high scoring ESG firms maxi- 
mize Sharpe ratios. Answering this key question in the broad cross-section 
of equities is fertile ground for research. 
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Appendix 
KLD STATS? 


MSCI KLD STATS (‘KLD,’ STATISTICAL TOOL FOR ANALYZING TRENDS IN 
SOCIAL AND ENVIRONMENTAL PERFORMANCE) is a dataset with annual snap- 
shots of the environmental, social, and governance performance of companies 
rated. 


Strength and Concern (Positive and Negative Indicator) 
Ratings 

KLD STATS covers indicators in seven major Qualitative Issue Areas including 
Community, Corporate Governance, Diversity, Employee Relations, Environment, 
Human Rights, and Product. It presents a binary summary of positive and nega- 
tive ESG ratings. In each case, if KLD assigned a rating in a particular issue (either 
positive or negative), this is indicated with a one in the corresponding cell. If 
the company did not have a strength or concern in that issue, this is indicated 
with a 0. KLD STATS data are organized by year. Each year, RiskMetrics takes a 
snapshot of its ratings and index membership to reflect the data at calendar year 
end. Each spreadsheet contains identifying information about the company, index 
membership, a listing of positive and negative ratings, involvement in controver- 
sial business issues, and total counts for each area. Additionally, the data provide 
a summary count of all strengths and concerns the company received in a gener- 
al category (either Qualitative Issue Area or Controversial Business Issue) in that 
year. The Environmental indicators are calculated separately but similarly to those in 
Geczy et al. (2020). 


ENVIRONMENT (ENV-) 
STRENGTHS 


Beneficial Products and Services (ENV-str-A). The company derives substantial rev- 
enues from innovative remediation products, environmental services, or prod- 
ucts that promote the efficient use of energy, or it has developed innovative 
products with environmental benefits. 

Pollution Prevention (ENV-str-B). The company has notably strong pollution pre- 
vention programs including both emissions reductions and toxic-use reduc- 
tion programs. 

Recycling (ENV-str-C). The company is either a substantial user of recycled mate- 
rials as raw materials in its manufacturing processes, or a major factor in the 
recycling industry. 
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Clean Energy (ENV-str-D). The company has taken significant measures to reduce 
its impact on climate change and air pollution through the use of renewable 
energy and clean fuels, or through energy efficiency. The company has demon- 
strated a commitment to promoting climate-friendly policies and practices 
outside its own operations. 

Communications (ENV-str-E). The company is a signatory to the CERES Principles, 
publishes a notably substantive environmental report, or has notably effective 
internal communications systems in place for environmental best practices. 
KLD began assigning strengths for this issue in 1996, and then incorporated 
the issue with the Corporate Governance: Transparency rating (CGOV-str-D), 
which was added in 2005. 

Property, Plant, and Equipment (ENV-str-F). The company maintains its proper- 
ty, plant, and equipment with above average environmental performance 
for its industry. KLD has not assigned strengths for this issue since 
1995. 

Management Systems (ENV-sty-G). The company has demonstrated a superior com- 
mitment to management systems through ISO 14001 certification and other 
voluntary programs. 


CONCERNS 


Hazardous Waste (ENV-con-A). The company’s liabilities for hazardous waste sites 
exceed US$50 million, or the company has recently paid substantial fines or 
civil penalties for waste management violations. 

Regulatory Problems (ENV-con-B). The company has recently paid substan- 
tial fines or civil penalties for violations of air, water, or other envi- 
ronmental regulations, or it has a pattern of regulatory controversies 
under the Clean Air Act, Clean Water Act or other major environmental 
regulations. 

Ozone Depleting Chemicals (ENV-con-C). The company is among the top manu- 
facturers of ozone depleting chemicals such as HCFCs, methyl chloroform, 
methylene chloride, or bromines. 

Substantial Emissions (ENV-con-D). The company’s legal emissions of toxic chem- 
icals (as defined by and reported to the EPA) from individual plants 
into the air and water are among the highest of the companies followed 
by KLD. 

Agricultural Chemicals (ENV-con-E). The company is a substantial producer of 
agricultural chemicals, i.e., pesticides or chemical fertilizers. 

Climate Change (ENV-con-F). The company derives substantial revenues from the 
sale of coal or oil and its derivative fuel products, or the company derives 
substantial revenues indirectly from the combustion of coal or oil and its 
derivative fuel products. Such companies include electric utilities, transporta- 
tion companies with fleets of vehicles, auto and truck manufacturers, and 
other transportation equipment companies. 
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Notes 


1. The first commonly recognized paper on corporate social performance was by 
Milton Moskowitz (1972): he introduced the concept of social responsibility as 
a factor in the investment decision process and studied a handful of compa- 
nies deemed to be acting according to corporate social responsibility practices 
and policies. Moskowitz (1997) reaffirmed his support of socially responsible 
investment (SRI) shortly after he established an award, the Moskowitz Prize, rec- 
ognizing outstanding quantitative research in socially responsible investing. The 
Moskowitz Prize has been awarded annually since 1996, when Guerard (1997a, 
1997b) won for research reporting no statistically significant costs associated with 
SRI. In contrast,Geczy et al. (2021), who were Honorable Mention awardees of 
the 2003 Prize competition, provided a detailed analysis demonstrating condi- 
tions under which SRI/ESG mutual fund portfolios created certainty equivalent 
costs relative to non-SRI/ESG portfolios. 

2. The major papers on the combination of value ratios for the prediction of stock 
returns (including at least CP and/or SP) include those of Jacobs and Levy 
(1988), Chan et al. (1990), Fama and French (1992 and 1995), Bloch et al. 
(1993), Lakonishok et al. (1994). Haugen and Baker (1996) later produced high- 
ly cited variable testing which confirmed that fundamental variables enhanced 
portfolio returns over the long-run. Our point in this brief survey of anomalies 
is to acknowledge that Jacobs and Levy (1988), Chan et al. (1990), Bloch et al. 
(1993), and Ziemba and Schwartz (1993) were correct in their Berkeley Program 
in Finance and Q-Group presentations of the early 1990s on the inefficiencies of 
stock markets. 

3. Bloch et al. (1993) wrote their manuscript in 1991. At the time of the original 
estimation of an eight-factor regression model, the international Institutional 
Brokers’ Estimate System (I/B/E/S) was only four years old, having started in 
1987. It lacked sufficient data for model building and testing, making it difficult 
for models with earnings forecasts to pass the Markowitz and Xu (1994) Data 
Mining Corrections test. 

4. Expected earnings have been used as a proxy for a company’s future cash flow 
in many studies. For a detailed analysis of analysts’ consensus forecasts and share 
prices, see Elton et al. (1981). 

5. The Bruce and Epstein (1994) and Brown (1998) works contain much of the rich 
history of earnings forecasting and resulting excess returns. Elton et al. (1981) 
developed the I/B/E/S database and published initial research using it. The 
Elton et al. (1981) paper is one of the more influential analyses in earnings fore- 
casting and security analysis. Guerard et al. (1993) employed Toyo Keizai earnings 
forecasts in Japan because of the limitations of the non-US I/B/E/S database. 
The Toyo Keizai earnings forecasts enhanced portfolio returns by over 200 basis 
points annually. Analysts were aware of the return-enhancement of I/B/E/S fore- 
casts in US stocks; see Guerard and Stone (1992), research sponsored by the 
Institute for Quantitative Research in Finance, the ‘Q-Group,’ circa 1985. Wom- 
ack (1996), Guerard et al. (1997), Guerard et al. (2015), and Ball and Ghysels 
(2018), are among the thousands of studies of analysts’ forecasting efficiency and 
how analysts’ forecasts enhance portfolio return. 
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6. The newly created non-US I/B/E/S database did not have enough data in 1991- 
1994 to pass the Markowitz-Xu data mining test for its use in Japan. 

7. Wall Street practitioners have embraced the ‘low PE’ approach for well over 
50 years. This is a form of the contrarian investment approach associated with 
Bernhard (1959) and Dremen (1979, 1999). The authors believed in the low 
PE strategy, but not as an exclusive strategy. There is extensive literature on the 
impact of individual value ratios on the cross section of stock returns. We go 
beyond using just one or two of the standard value ratios (EP and BP) to include 
the cash-price ratio (CP) and/or the sales-price ratio (SP). 

8. Guerard and Mark (2020) reported monthly Axioma attribution statistics which, 
in the case of CTEF, indicates that the forecasted earnings acceleration variable 
loads on Medium-Term Momentum (0.257), Growth (0.151), and Value (0.469), 
and that Mean-variance CTEF and USER portfolios produced approximately 
300-350 basis points of Specific Returns for the 20-year time period, 1996- 
2016. In US portfolios, equally weighted 125 stock portfolios outperform Mean- 
variance (MV) 4 percent portfolios. In the Non-US and EAFE universes, Guerard 
and Mark (2020) reported that the CTEF ICs were higher than the USER ICs 
in their 10-, 5-, 3-, and 1-year time sub-periods. The CTEF and USER produced 
approximately 400-500 basis points of Active Returns and about 250 basis points 
of Specific Returns. The Non-US portfolios offer more stock selection than US 
portfolios, with the addition of the REG8 plus CTEF (denoted REG9) and USER 
factors. The t-statistic on the risk stock selection effect in Non-US portfolios was 
maximized with ranked CTEF. The t-statistics on the risk stock selection effect 
were statistically significant for USER, although the t-statistic on the risk stock 
selection effect in the Non-US portfolios was only statically significant at the 
10 percent level. Guerard and Mark (2020) reported that only ranked CTEF 
was Statistically significant in the US, whereas globally, ranked CTEF and USER 
were Statistically significant in Total Active Returns and Risk Stock Selection 
Returns. 

9. See Wharton Research Data Services, ‘KLD on WRDS,’ available at https://wrds- 
www.wharton.upenn.edu/documents/1154/KLD-on-WRDS. pdf. 
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Chapter 6 
ESG and Downside Risks 


Implications for Pension Funds 


Zacharias Sautner and Laura T. Starks 


Analyzing a firm from an environmental, social, and governance (ESG) per- 
spective allows pension fund managers to potentially identify risk exposures 
that would be missed using only traditional investment analysis. The types 
of risks most likely to be uncovered using an ESG lens can be categorized 
as reputation risk, human capital management risk, litigation risk, regula- 
tory risk, corruption risk, and climate risk. In addition, the components of 
risk (e.g., systematic risks, tracking error, and downside risks) can be affect- 
ed differentially by ESG issues. Some of the risks, notably climate risk, have 
changed in importance over time and even for others, such as corruption 
risk, the ESG lens can provide a heightened way in which to examine the 
effects of the risks on pension portfolios.! 

Due to their long-term horizons, pension funds face enhanced expo- 
sures to the long-lived effects of many ESG risks, especially those that arise 
from climate change. In addition, the long-term nature of pension funds 
combined with the potential consequences of being underfunded leaves 
their portfolios, particularly those for defined-benefit plans, more exposed 
to the repercussions of downside risks, that is, to sharp declines in asset 
values. Specifically, many pension funds face large liabilities toward their 
beneficiaries, and the failure to meet those liabilities because of significant 
negative ESG-related events carries large penalties. Thus, with wealth pro- 
tection being an important dimension, pension funds should have a strong 
preference to identify and address ESG-related downside risks. Downside 
risks have also become important for pension fund managers from a more 
general portfolio construction perspective, as mounting evidence shows 
that asset returns are typically skewed. Left-skewed asset returns, in partic- 
ular, violate a key assumption of the standard mean-variance investment 
framework, and asset allocation models have, in turn, been developed that 
explicitly incorporate the resultant downside risks. 
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In this chapter, we first review different types and sources of ESG- 
related risks, with a focus on climate-related downside risks. We then 
report evidence on institutional investors’ perspectives on the importance 
of climate-related downside risks and how such risks are priced in finan- 
cial markets. We also demonstrate whether and how institutional investors 
address climate-related risks in the investment process. 


Types of ESG-related Risks 
Reputation risk 


ESG issues pose significant reputational risks to the firms in which pen- 
sion funds invest. The increasingly public discussion of firms’ ESG activities 
through internet media sources and social media have created the possi- 
bility that management missteps in these areas result in material effects on 
firms’ reputations. Moreover, the effects of reputational risk on market val- 
ue can be quite large, given that estimates of the value of intangible assets 
for firms in the S&P 500 have increased from about 17 percent in 1975 to 
90 percent in 2020 (Ocean Tomo 2020).? In a recent survey, firms were 
asked to rank their top three most important subclasses of intangible 
assets beyond intellectual property and information assets (Ponemon 2020). 
Among the top responses, 69 percent of the firms stated their third-party 
relationships, such as with customers, suppliers, vendors, and supply chains, 
and 47 percent stated their brand as being the top three most important 
subclasses of intangible assets. These two types of intangible assets would be 
particularly vulnerable to reputational penalties imposed on a firm because 
of ESG controversies or poor ESG practices. 

Further evidence that ESG reputation risk can be significant is reflected 
in the fact that most of the ESG ratings agencies now include some type 
of controversy rating to ensure that their client investors are aware of the 
existing controversies that can affect a firm’s reputation. For example, Sus- 
tainalytics states that ESG controversies ratings identify ‘companies involved 
in incidents and events that may pose a business or reputation risk to a 
company due to the potential impact on stakeholders or the environment’ 
(Sustainalytics 2021: 1). In fact, because of their contributions to a firm’s 
ESG risk exposures, the controversies ratings have become a central part of 
most ESG ratings services. For example, a study by the EU Commission on 
sustainability-related ratings (European Commission 2020) has a section on 
‘Controversy Ratings.’ This section specifically points to the different ESG 
ratings agencies, who provide news sentiment and controversy alerts so that 
investors become aware of the behaviors and practices of firms and coun- 
tries that are not compatible with the investors’ policies, and that could lead 
to reputational risks. For some of the ratings agencies, a firm’s controversy 
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level is a significant part of the overall ESG score; for others it is reported 
as a Separate score. In addition, for one agency, RepRisk, the controversy 
issues represent the total score. The EU Commission’s study points out that 
‘Increasingly sustainability-related ratings providers are factoring controver- 
sies, allegations and negative news into their assessments of companies as a 
means of layering in risk exposure and signaling (potential) poor manage- 
ment’ (European Commission 2020: 99). Again, these controversy ratings 
are consistent with the argument that using an ESG lens allows investors 
to go beyond traditional valuation models to assess risks that would not be 
captured by those models. 

The controversy ratings have allowed ESG ratings agencies to give warn- 
ings, thus helping investors assess, or even avoid, firms with greater ESG 
risk exposure. For example, MSCI argues that in the two years prior to the 
emissions scandal, they had flagged Volkswagen on controversies related to 
product and service quality, bribery and fraud, and collective bargaining 
(MSCI 2015). 


Human capital management risk 


Although human capital management risk has long been an aspect of 
ESG risk, it has come under heightened scrutiny during the COVID-19 
pandemic because the pandemic highlighted firms’ treatments of their 
employees. That is, the crisis highlighted how a firm’s handling of social 
issues, of which human capital is a key component, affects firm perfor 
mance. Recent evidence shows that investors became more concerned 
about how firms treat their human capital (Albuquerque et al. 2020; 
Cheema-Fox et al. 2020). 


Litigation risk 

Litigation related to ESG issues can increase for firms considered to have 
poor ESG practices. For example, a number of jurisdictions (counties and 
cities) have filed lawsuits against oil firms, seeking compensation for climate 
change damages (e.g., New York City, Oakland, San Francisco, Boulder, San 
Mateo County, and Marin County). Recently, PG&E (Pacific Gas and Elec- 
tric Company) had to file for bankruptcy as a result of legal claims related to 
the Californian wildfires, which exceeded US$10 billion. Similarly, BP had 
to pay more than US$18 billion to settle legal claims related to the oil spill 
at its Deepwater Horizon offshore drilling rig.* 


Regulatory risk 


Regulatory risk recognizes that new (costly) regulations related to ESG can 
arise, and such regulations have been increasing over time. For example, 
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according to an October 2018 report by Datamaran, during the previous 
three years ESG-related regulations grew by more than 100 percent in the 
UK, US, and Canada (Datamaran 2018). Recently, the EU established a new 
regulation that requires all financial market participants and financial advi- 
sors to disclose specific information on their approaches to the integration 
of a ‘sustainability risk’ into their investment decisions. They also have to 
disclose the extent to which their decision-making process and their invest- 
ment products take into account the consideration of ‘sustainability factor’ 
adverse impacts. A ‘sustainability risk’ is defined as an ‘environmental, social 
or governance event or condition that, if it occurs, could cause an actual or 
potential material negative impact on the value of the investment.’ Regu- 
latory risk is a particularly important component of climate risk (along with 
physical risk and technological risk) and will be discussed in more detail 
below. 


Corruption risk 


The risks related to corruption lead to both financial and reputational 
risks. Beck et al. (2005) provide evidence that corruption can hamper firm 
growth. In line with this evidence, institutional investors consider corrup- 
tion risk to be a highly important risk. In a recent PwC survey of institutional 
investors, the investors identified anti-corruption along with climate change 
as their top two ESG concerns (PwC 2016). 


Climate risk 


As pointed out by Litterman (2016) and Krueger et al. (2020), climate 
risk can negatively affect asset values, particularly for long-term investors 
such as pension funds. Thus, climate risk is an important consideration for 
the asset allocation and risk management of pension funds. Climate risk 
can originate from physical risks (e.g., sea-level rise, storms, or extreme 
temperature), regulatory risks (regulations to combat climate change), 
or technological risks (technological climate-related disruption), all of 
which can be financially material. The problem is that climate risk can 
be difficult to price and hedge due to its systematic nature, the fact 
that there does not exist sufficient disclosure by many firms that could 
be incorporated into the risk consideration, and the difficulty in find- 
ing suitable hedging instruments. Not surprisingly, institutional investors, 
corporate executives and policymakers have shown increased concerns 
regarding climate risk and climate-risk disclosure. Below we provide more 
discussion of different climate risks and their consequences on pension 
funds. 
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Risk Components and ESG-related Risks 
Systematic risk 


Systematic risk, that is, the risk that a firm has in common with the market, 
can contain ESG elements. Notably, Bénabou and Tirole (2010) point out 
that firms with higher ESG characteristics may have different systematic risk 
exposures, either due to their resilience in periods of crisis or because the 
firms face a specific ESG risk factor. Given these systematic risk exposures, 
the firms would be expected to require different risk premia, and conse- 
quently, have different expected returns. Albuquerque et al. (2019) develop 
a theoretical model consistent with this idea. In their model, firms have a 
choice to engage in ESG activities in order to increase their product differ- 
entiation and enhance their profits. The primary prediction arising from 
the model is that better ESG activities decrease systematic risk and increase 
firm value. The authors empirically test this model and find support for the 
predictions.° In further empirical tests, they show that the profits for high- 
ESG-scoring firms are less correlated with the business cycle than the profits 
for low-ESG-scoring firms.’ 


Tracking error 


Integrating ESG considerations into a portfolio process does not always 
reduce all components of portfolio risk as omitting firms or industries 
because of ESG concerns (e.g., negative screening) can lead to increased 
tracking error in a portfolio (e.g., Branch et al. 2019). Institutional investors 
that track an index or are evaluated relative to an index may in turn be 
concerned about ESG-related track error. 


Downside risk 


For some investors, firms with higher ESG profiles provide a type of protec- 
tion against downside risk because these firms are considered to be better 
managed and in turn have lower exposure to ESG risks. Empirical evidence 
demonstrates that the tail-risk measures are closely linked to ESG risk, as 
firms with better ESG performance are less vulnerable to firm-specific neg- 
ative events (e.g., Krueger 2015; Diemont et al. 2016). Because of this, 
one of the primary arguments for integrating ESG analysis into portfolio 
investment decisions is the claim that such integration will mitigate risk, 
particularly downside risk. Among the most potentially devastating risks 
are risks that arise from controversies. These controversies may arise from 
the E of ESG (e.g., emissions, toxic wastes, and environmental disasters) or 
the S (e.g., human rights, labor rights, customer privacy, and product safety) 
or the G (e.g., bribery, fraud). 
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Two recent cases where ESG-related downside risks materialized are the 
PG&E involvement in the California fires, which was primarily an environ- 
mental risk but also involved social and governance risk, and the Wells Fargo 
series of scandals, which were primarily social risks, given the effects on cus- 
tomers, but also include governance risks. Both cases involved more than a 
single event and ex post analyses of the subsequent events indicate that these 
events had large negative effects on the stock prices of the two firms, even 
after controlling for stock market movements. These two events provide 
examples of the ESG-related downside risks that can occur. In both cases, 
pension funds lost significant amounts of money from their investments in 
these firms. 


Climate-related Downside Risks 
Importance of climate-related downside risks 


In recent years, there has been an increasing amount of research on the 
financial effects of climate risk, which should be of particular relevance 
to pension fund managers and sponsors because of the potential portfo- 
lio effects. Researchers have provided theoretical evidence that climate risk 
should have a large effect on financial markets and may be mispriced (e.g., 
Bansal et al. 2016; Daniel et al. 2016); empirical evidence that equity mar- 
kets underprice climate risk and underreact to it (Hong et al. 2019); and 
empirical evidence that extreme weather uncertainty affects financial mar- 
kets (e.g., Kruttli et al. 2021). Further, Pankratz et al. (2021) show that firms 
with increased exposure to high temperatures face reductions in revenues 
and operating income. With regard to firm value, evidence suggests that 
increased climate risk disclosure affects firm value (Krueger 2018); that 
firms’ exposure to climate risk predicts their stock returns (Kumar et al. 
2019); that investors demand greater compensation from firms with higher 
carbon emissions (Bolton and Kacperczyk 2021); and that exposure to reg- 
ulatory climate shocks negatively correlates with firm valuations in recent 
years (Sautner et al. 2021). 

Another possible concern for pension fund portfolio managers and spon- 
sors lies in the evidence that potential sea-level rise is already affecting real 
estate prices (e.g., Bernstein et al. 2019; Baldauf et al. 2020; Keys and Mul- 
der 2020).° These potential consequences of climate risk make it even more 
difficult for pension fund managers, because climate risk is quite difficult 
to hedge (Andersson et al. 2016). 

This broad base of evidence suggests that institutional investors, and pen- 
sion fund managers in particular, should be worried about climate change 
and the resulting risks for their portfolio firms. Direct evidence supporting 
the claim that climate risks are an important concern for investors comes 


ESG and Downside Risks: Implications for Pension Funds 143 


from Krueger et al. (2020) (KSS henceforth). KSS conduct an international 
survey among institutional investors, with 23 percent identifying as being 
asset managers, 22 percent banks, 17 percent pension funds, 15 percent 
insurance companies, and 8 percent mutual funds. There was a range of 
institution sizes but the majority had assets under management of at least 
US$1 billion, including 11 percent that had assets of more than US$100 
billion. The sample was global, with 32 percent located in the US, 17 per 
cent in the UK and Ireland, 12 percent in Canada, 11 percent in Germany, 
7 percent in Italy, and 5 percent in Spain (the rest are located elsewhere in 
the world). 

In questions regarding the importance of climate risks relative to other 
risks, as Figure 6.1 shows, most of the survey participants believe finan- 
cial risk to be the most important, and climate risks, among other risks, to 
be relatively less important. However, on an absolute basis, the responses 
reported in KSS suggest that climate risks are deemed to have materi- 
al financial consequences for portfolio firms. Moreover, in a question 
about their temperature expectations, the majority of respondents indicat- 
ed that they expect a rise in global temperatures, and a significant number 
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Figure 6.1 Comparative importance of climate risks 


Note: This figure reports the respondents’ rankings of six major investment risks. Respondents 
were asked to rank the six risks from one to six, where one is the most important risk and six 
the least important risk. The figure reports the percentages of respondents that rank a risk as 
the most important risk. 

Source: Krueger et al. (2020), Table 2. 
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believe that the temperature rise will exceed the Paris two-degree target. 
Further, their responses show that the majority believe that some climate 
risks, such as regulatory risk, have already been materializing. This is strong 
evidence, given theoretical evidence regarding the uncertainty of the time 
horizon over which climate risks would be materializing (e.g., Andersson 
et al. 2016; Barnett et al. 2020). 


Pricing of climate-related downside risks 


Consistent with KSS’s evidence that investors worry about climate risks, 
Ilhan et al. (2021) (ISV henceforth) demonstrate that uncertainty about 
climate-related downside risks began to be priced in financial markets. They 
argue that regulatory measures to limit carbon emissions, for example in 
the form of a carbon tax or limits on emissions, will have a significant finan- 
cial impact on firms that produce large carbon emissions. Notably, for these 
types of firms, regulation that limits carbon emissions can lead to substantial 
increases in the cost of doing business or even to stranded assets. If banks 
reduce funding to carbon-intense firms, for instance, because of climate- 
related capital requirements, such firms may also experience constraints 
when financing future investment activities. At the same time, it is highly 
uncertain when and to what extent carbon-intense firms will be affected 
by future regulation. This climate policy uncertainty poses a challenge for 
investors in terms of adequately assessing how and when climate regulation 
will affect firms. 

ISV address these issues empirically by exploring whether the option mar- 
ket prices climate policy uncertainty. Specifically, for their sample of S&P 
500 firms, they test whether protection against downside tail risks through 
put options is more expensive for firms that emit more carbon. The benefit 
of examining traded options is that options-based measures reflect market 
participants’ expectations of risk. Their primary measure to capture down- 
side risk, SlopeD, reflects the steepness of the implied volatility slope; higher 
values of SlopeD indicate that deeper out-of-the-money put options are more 
expensive, and this reflects a relatively higher option protection cost against 
left-tail risks. 

ISV provide a series of results documenting that climate policy uncertain- 
ty is priced in the option market. ISV’s regression estimates, reproduced in 
Table 6.1, show that an increase in a firm’s (log industry) carbon inten- 
sity by one-standard deviation increases SlopeD by 0.014 (see Column 1). 
This increase is meaningful as it equals about 10 percent of the standard 
deviation of SlopeD. Overall, ISV’s evidence suggests that put options of 
carbon-intense firms are relatively more expensive, in particular for the far- 
left tail, as they protect investors against downside risks originating from 
climate policy uncertainty. ISV also show that the effect of carbon inten- 
sities on downside risk is amplified when the public pays relatively high 
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TABLE 6.1 Effects of carbon emission on downside risk 


Dependent variable: SlopeD SlopeD SlopeD 
(1) (2) (3) 
log(Scope 1/MV firm) 0.006" 
(3.39) 
Residual log(Scope 1/MV firm) 0.003 0.005 
(0.81) (1.06) 
log(Scope 1/MV industry) 0.006%" 
(3.76) 
Model Heckman Heckman Heckman 
Controls Yes Yes Yes 
Year-by-quarter fixed effects Yes Yes Yes 
Level Firm Firm Firm 
Frequency Monthly Monthly Monthly 
Obs. 18,664 18,664 18,664 
Adj. R? n/a n/a n/a 


Note: This table reports regressions estimated at the firm-month level. SlopeD mea- 
sures the steepness of the function that relates implied volatility to moneyness 
(measured by an option’s Black-Scholes delta) for OTM put options with 30 days 
maturity. Scope 1/MV firm are a firm’s Scope 1 carbon emissions (in metric tons of 
COÞ2) divided by the firm’s equity market value (in millions US$). Scope 1/MV indus- 
try is the Scope 1 carbon intensity of all firms in the same industry (SIC4) and year. 
It is defined as total Scope 1 carbon emissions (metric tons of CO2) of all report- 
ing firms in the industry divided by the total market capitalization of all reporting 
firms in the industry (in millions US$). Residual log(Scope 1 MV/firm) is the resid- 
ual of an OLS regression with /og(Scope 1/MV firm) as the dependent variable and 
log(Scope 1/MV industry) as the independent variable. The regressions in the table 
control for log(Assets), Dividends/net income, Debt/assets, EBIT/assets, CapEx/assets, Book- 
to-market, Returns, Institutional ownership, CAPM beta, Volatility, Oil beta, and a time trend 
(not reported). The sample includes all firms in the S&P 500 with data on carbon 
emissions disclosed to CDP. The table estimates the effect of emissions generated 
between 2009 and 2016 on option market variables measured between November 
2010 and December 2017; ¢statistics, based on standard errors clustered by industry 
(SIC4) and year, are in parentheses; n/a, not applicable; “p<0.1, ** p<0.05, ““"p<0.01. 
Source: Ilhan et al. (2021, table 4). 


attention to climate change topics. The reason is that public attention to 
climate change topics increases the likelihood that pro-climate policies are 
adopted due to public scrutiny. 

ISV use President Trump’s election in 2016 as an event that reduced 
short-term climate policy uncertainty. While Trump signaled in his election 
campaign that climate-related policies would not become stricter, his oppo- 
nent Hillary Clinton instead promised climate-friendly policies. ISV’s tests 
in turn exploit that President Trump’s election meant no change in the sta- 
tus quo of US climate regulation, whereas the election of Clinton would 
have meant the opposite. These arguments imply that for carbon-intense 
firms, the cost of insurance against downside risks associated with climate 
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TABLE 6.2 Effect of 2016 Trump election on climate-related downside risk 


Dependent variable: SlopeD SlopeD SlopeD SlopeD 
Event window: [-250; +250] [-250; +250] [-250; [-250; +250] 
+250] 

(1) (2) (3) (4) 
Post Trump election x High —0.025™" -0.029"" -0.025"""  —0.020™ 
Scope 1/MV Industry 

(-2.18) (-2.43) (-2.88) (-2.20) 
Scope 1/MV industry high 0.041" 0.043" 

(1.67) (1.77) 
Post Trump election -0.025"" -0.022""" 

(-4.63) (-4.33) 
Model DiD DiD DiD DiD 
Controls Yes Yes Yes Yes 
Day fixed effects No Yes Yes No 
Firm fixed effects No No Yes No 
Industry fixed effects No No No Yes 
Level Firm Firm Firm Firm 
Frequency Daily Daily Daily Daily 
Obs. 200,897 200,897 200,897 200,897 
Adj. R-sq. 0.062 0.091 0.294 0.184 


Note: This table reports regressions estimated at the firm-day level. Results are from difference- 
in-differences regressions around the date of President Trump’s election on November 9, 2016. 
SlopeD measures the steepness of the function that relates implied volatility to moneyness (mea- 
sured by an option’s Black-Scholes delta) for OTM put options with 30 days maturity. Post-Trump 
election equals one for all days after President Trump’s election, and zero for all days before 
the election. Scope 1/MV industry high equals one for firms that operate in the top-10 indus- 
tries based on Scope 1/MV industry, and zero otherwise. The regressions control for Effective tax 
rate, Effective tax rate x Post-Trump election, log(Assets), Dividends/net income, Debt/assets, EBIT/assets, 
CapEx/assets, Book-to-market, Returns, Institutional ownership, CAPM beta, Volatility, and Oil beta (not 
reported). The sample includes all firms in the S&P 500 with data on carbon emissions disclosed 
to CDP; é-statistics, based on standard errors double clustered by firm and day, are in paren- 
theses; “p<0.1, ““p<0.05, ““"p<0.01. 

Source: Ilhan et al. (2021, table 7). 


policy uncertainty should have declined after the election of President 
Trump. Supporting this prediction, Table 6.2 demonstrates ISV’s result that 
SlopeD for very carbon-intense firms indeed declined by 0.025 (Column 1) 
after President Trump’s election, relative to less carbon-intense firms—a 
reduction equal to 12 percent of SlopeD’s standard deviation. 


Addressing climate-related downside risks 


Given the uncertainty surrounding climate risk and ISV’s evidence that 
climate-related downside risks are being priced, it is perhaps not surprising 
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that investors started to address climate risks in their investment processes. 
In their global survey, KSS also asked the institutional investors which 
approaches, if any, they had taken to incorporate climate risks into their 
investment processes (they asked about the previous five years). The 
responses are provided in Table 6.3. As the table indicates, all but 7 percent 
of the investors have chosen ‘some’ approach for incorporating climate-risk 
management into their investment process.” The most common approach 
taken by the institutional investors (38 percent) is to analyze the carbon 
footprint of their portfolio firms. Further, 29 percent of the respondents 
attempt to reduce the carbon footprint of their investment portfolios. 
Another common approach, followed by 35 percent of the investors, is to 
analyze the stranded asset risks in their portfolios, that is, the risk of having 
an asset lose economic value earlier than anticipated due to climate change 
effects. Again, some of the respondents (23 percent) take this approach a 
step further by not only analyzing their portfolios’ stranded asset risks, but 
also trying to reduce these risks (23 percent). 

Over a third of the investors (34 percent) take an indirect approach 
because they believe that their general portfolio diversification serves as 
one method to incorporate climate risks into their portfolio process. In 
contrast, some investors (26 percent) take a direct approach by employing 
valuation models that specifically incorporate climate risks. Other direct 
approaches employed are to submit shareholder proposals to portfolio 
firms (25 percent), to hedge against climate risks (25 percent), or to employ 
negative screening (24percent). It is striking that out of the list of 12 
possible approaches offered to the respondents, the least frequently used 
method of dealing with climate risks is divestment, which is employed by 
20 percent. The respondents could select more than one approach, and in 
further analyses we find that those who employ more approaches are those 
who are more concerned about the financial costs of climate change, those 
with longer horizons, and those who have a larger fraction of their port- 
folios managed using ESG analysis. Given the wide variety of approaches 
commonly employed, it appears that the investment industry is still trying to 
find out how to most effectively manage climate risks; this likely also applies 
to pension funds. 

As we discuss below, Hoepner et al. (2021) provide evidence that share- 
holder engagement by investors can reduce downside ESG risks, especially 
those originating from climate change. The survey by KSS thus also asked 
investors what measures of engagement over climate-risk issues they have 
taken with any of their portfolio firms (during the past five years). Similar to 
the results in Table 6.3 of the heterogeneity of approaches taken to incorpo- 
rate climate-related risks into their investment processes, the answers to this 
question, provided in Table 6.4, show that the respondents do not employ a 
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TABLE 6.3, Climate-risk-management approaches 


Climate-risk- Percentage that took Significant differences 

management this measure (%) in mean response vs. 

approaches taken in rows 

the past five years (1) (2) 

(1) Analyzing carbon 38.0 4-14 
footprint of portfolio 
firms 

(2) Analyzing stranded asset 34.6 5-14 
risk 

(3) General portfolio 33.9 6-14 
diversification 

(4) ESG integration 31.7 6-14 

(5) Reducing carbon 29.3 1-2, 10-14 
footprint of portfolio 
firms 

(6) Firm valuation models 25.9 1-4, 12-14 
that incorporate climate 
risk 

(7) Use of third-party ESG 25.6 1-4, 12-14 
ratings 

(8) Shareholder proposals 25.1 1-4, 12-14 

(9) Hedging against climate 24.6 1-4, 13-14 
risk 

(10) Negative/exclusionary 23.7 1-5, 13-14 
screening 

(11) Reducing stranded asset 22.9 1-5, 13-14 
risk 

(12) Divestment 20.2 1-8, 12-14 

(13) None 7.1 1-12, 14 

(14) Other 3.7 1-13 


Note: This table reports the percentage of 410 respondents that in the previous five years took 
a given approach to incorporate climate risks into the investment process. Responses were 
not mutually exclusive. The table ranks results based on their relative frequency. Column (1) 
presents the percentage of respondents that took a certain measure. Column (2) reports the 
results of a t-test of the null hypothesis that the percentage for a given approach is equal to 
the percentage for each of the other approaches, where only differences significant at the 
10 percent level are reported. 

Source: Krueger et al. (2020, table 4). 


unique approach to their engagement strategy, but that they employ a num- 
ber of different methods. Moreover, the survey investors have a generally 
high level of engagement with their portfolio firms, as only 16 percent did 
not have any engagements over the period.!? The most often used chan- 
nel is to hold discussions with firm management regarding the financial 


TABLE 6.4 Climate-risk engagement 
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Direct engagement Percentage that Significant 
over climate-risk issues used this difference 
in the past five years approach (%) in mean 
response 
vs. rOWS 
a) (2) 
(1) Holding discussions with 43 2-10 
management regarding 
financial implications of 
climate risks 
(2) Proposing specific actions to 32 1, 6-10 
management on climate-risk 
issues 
(3) Voting against management 30 1, 6-10 
on proposals over climate- 
risk issues at annual meeting 
(4) Submitting shareholder 30 1, 6-10 
proposals on climate-risk 
issues 
(5) Questioning management 30 1, 6-10 
on a conference call about 
climate-risk issues 
(6) Publicly criticizing man- 20 1-5, 9 
agement on climate-risk 
issues 
(7) Voting against re-election of 19 1-5, 9 
any board directors due to 
climate-risk issues 
(8) Legal action against man- 18 1-5, 9 
agement on climate-risk 
issues 
(9) Other 1 1-8, 10 
(10) None 16 1-9 


Note: This table reports the percentage of 406 respondents that haven taken a particular 
approach of direct engagement over climate-risk issues in the previous five years. The table 
ranks results based on their relative frequency. Responses were not mutually exclusive. Col- 


umn (1) presents the percentage of respondents that took a certain approach. Column (2) 


reports the results of a t-test of the null hypothesis that the percentage for a given approach is 
equal to the percentage for each of the other approaches, where significant differences at the 
10 percent level are reported. 

Source: Krueger et al. (2020, table 6). 


consequences of climate risks for firms, which is used by 43 percent of the 
respondents. Thirty-two percent of the respondents propose specific actions 
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to management on climate-risk issues. On the other hand, some of the 
investors choose to abandon the behind-the-scenes-approach and question 
management on a conference call about climate-risk issues (30 percent), 
publicly criticize management on climate-risk issues (20 percent), or submit 
a shareholder proposal on climate-risk issues (30 percent). A number of the 
investors (30 percent) vote at the annual meeting against management on 
proposals over climate issues. Smaller fractions vote against the re-election 
of any individual board directors due to climate-risk issues or take legal 
action against management over climate-related issues. 

The investors reported that they usually received a response to their 
engagement, although the response could be a simple acknowledgment 
of the engagement rather than any actions by the firm to respond to the 
investor’s concerns. The investors also indicated that if their engagement 
efforts were rebuffed, they typically did not escalate the engagement, try to 
hedge or divest from the firm. This lack of divestment due to failure of an 
engagement, combined with the lack of divestment for risk management 
purposes as discussed above, is striking given the ongoing debate regarding 
whether to divest from fossil fuel firms. 

In the survey, the question of stranded asset risks due to climate change 
was also explored at a deeper level by asking the respondents the fol- 
lowing: ‘Responses to climate change may cause some assets to become 
“stranded”—1i.e., unable to recover their investment cost, with a loss of 
value for investors. How large do you consider this risk in the following 
areas?’ Then a list of industries was provided, which included coal produc- 
ers, unconventional oil production (e.g., tar sands, fracking), conventional 
oil producers, natural gas producers, iron and steel producers, and conven- 
tional electricity producers. The results are provided in Table 6.5. The two 
industry sectors for which the largest percentage of respondents considered 
the risks to be very high were coal producers (25.1 percent of respondents) 
and unconventional oil producers (21.1 percent). In addition, 16.7 percent 
of the investors thought that conventional oil producers have a very high 
risk of stranded assets and the responses for the other types of producers 
were lower, but significant. Although it might be surprising that only 25.1 
percent of the investors thought that the stranded asset risk was high in 
the coal industry, it should also be noted that the average response to the 
question is 2.73 (out of 4). This magnitude provides a stronger possibili- 
ty that investors think stranded asset risk is high in the coal sector. There 
were also significant relations regarding the types of investor institutions 
who believe that the stranded asset risks are high in these sectors. For exam- 
ple, the investors more concerned about the financial effects of climate risks 
are the ones who believe that stranded asset risks are higher among oil and 
natural gas producers. In addition, for most of the sectors, investors who 
engage portfolio firms more over climate-risk topics, those with a higher 
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share of investments under ESG principles, and those with a higher passive 
investment share, view stranded asset risks to be higher. 

The survey evidence by KSS shows that a number of investors engage with 
their portfolio firms on climate issues. To understand whether such engage- 
ment can reduce downside risks, Hoepner et al. (2021) employ proprietary 
data regarding the activities of a large investor, who specializes in engage- 
ments with firms on ESG issues for both its own account and those of others. 
Through an analysis of 1712 engagements across 573 targets worldwide over 
the 2005-18 period, the authors find that a successful engagement typically 
takes about three years. 

The authors employ two measures to examine whether a shareholder 
engagement appears to affect the downside risk of the target firms. The 
first measure is the lower partial moment (LPM) of the second order, using 
a zero percent-return threshold, that is, the negative part of the return 
distribution of returns. The second measure is the investment’s value at 
risk (VaR). Using these measures in two different empirical approaches 
(difference-in-differences and factor model), the authors provide evidence 
that a successful ESG engagement by the investor is followed by reductions 
in the target firms’ downside risk. They further find that engagement over 
environmental topics delivers the highest benefits in terms of downside risk 
reduction, and environmental engagements primarily feature the theme of 
climate change. This finding is consistent with the survey evidence in KSS, 
which indicates as discussed above that engagement over climate change 
is an important channel through which some institutions attempt to tackle 
climate-related risks. The results by Hoepner et al. (2021) suggest that such 
engagements have the potential to deliver substantial benefits for investors. 
Using the factor model approach, Hoepner et al. (2021) also find that the 
downside risk factor associated with a firm tends to decrease after at least 
partially successful engagements. Similar evidence is obtained by Dyck et al. 
(2019) who demonstrate that institutional investors are able to improve the 
ESG profiles of portfolio firms. 


Conclusions 


In this chapter, we have discussed the implications of ESG risks for pen- 
sion fund portfolios. We argued that the long-term horizons of pension 
funds expose them to the long-lived effects of many ESG risks, especial- 
ly those related to climate change. The potential consequences of being 
underfunded also leaves pension funds particularly exposed to ESG-related 
downside risks. We have demonstrated how downside risks may affect pen- 
sion funds in the face of climate change. We provided evidence showing that 
institutional investors think that climate risks are imminent today and have 
important financial implications for their portfolio firms. We also showed 


TABLE 6.5 Stranded asset risk 


% with (‘very high’) Mean score % with ‘Do N Ho: Mean Significant 
score not know Score = 1 differences 
in mean 
SCOFe VS. 
rows 
Stranded asset risk (1) (2) (3) (4) (5) (6) 
(1) Coal producers 25.1 2.78 3 371 pee 2-6 
(2) Unconventional oil 21.3 2.69 3 371 a 1, 4-6 
producers 
(3) Conventional oil 16.7 2.64 4 371 ae 1, 4-6 
producers 
(4) Natural gas 11.9 2.46 3 370 oe 1-3, 5 
producers 
(5) Iron and steel 11.7 2.40 5 369 = 1-4 
producers 
(6) Conventional 10.5 2.42 4 371 ii 1-3 


electricity producers 


Note: This table reports the investors’ responses to the question of how large they consider the risk that climate change causes some assets to become 
stranded, that is, unable to recover their investment cost, with a loss of value for investors. The survey listed six industries for which the respondents were 
asked to evaluate this risk. Respondents could indicate their views on a scale of one (‘low’) through four (‘very high’). They could also indicate ‘Do not 
know.’ Column (1) presents the percentage of respondents indicating that stranded asset risk is ‘very high.’ The table ranks results based on this measure. 
Column (2) reports the mean score, where higher values correspond to higher stranded asset risk. Column (3) presents the percentage of respondents 
indicating ‘Do not know.’ Column (4) reports the number of respondents. Column (5) reports the results of a t-test of the null hypothesis that each mean 
score is equal to 1 (low stranded asset risk). Column (6) reports the results of a t-test of the null hypothesis that the mean score for a given reason is equal 
to the mean score for each of the other reasons, where significant differences at the 10 percent level are reported; ¢-statistics (reported in parentheses) 
are based on standard errors that are clustered at the investor-country level; ***, **, * indicate significance levels of 1 percent, 5 percent, and 10 percent, 


respectively. 


Source: Krueger et al. (2020, table 10). 
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that these risks are priced in financial markets. Finally, we presented evi- 
dence on whether and how institutional investors address climate-related 
risks in the investment process. We showed that the investors tend to prefer 
to employ risk management and engagement strategies, rather than divest- 
ment, to address the climate risk in their portfolios. Overall, our evidence 
implies that pension funds should develop processes to identify, measure, 
and manage ESG-related downside risks, especially those related to climate 
change. 
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Notes 


1. Some of the other authors cited in this chapter use the terminology CSR (corpo- 
rate social responsibility) rather than ESG. We use the term ESG throughout this 
chapter rather than alternating between ESG and CSR. 

2. The composition of firms in the S&P 500, particularly the largest firms, has 
changed during the period. The top five firms in 1975 were IBM, Exxon, Proc- 
ter & Gamble, General Electric, and 3M. The top five firms in 2020 were 
Apple, Microsoft, Amazon, Alphabet, and Facebook. Obviously, the latter have 
significantly more of their assets in intangible assets. 

3. The agencies the EU cites as providing the controversy information are RepRisk, 
Bloomberg Environmental & Social News Sentiment Scores, MSCI ESG Contro- 
versies, Sustainalytics Controversies Research and Reports, ISS Country Contro- 
versy Assessment, and Vigeo Eiris Controversy Risk Assessment. 

4. See Gilbert and Kent (2015) and Gold (2019). 

5. See Regulation (EU) 2019/2088 of the European Parliament and of the Council 
of November 27, 2019 on sustainability-related disclosures in the financial services 
sector. 

6. In other tests on the relation between ESG scores and systematic risk, Oikonomou 
et al. (2012) provide evidence that ESG/CSR performance is negatively but 
weakly related to systematic firm risk. They conclude that corporate social 
irresponsibility is positively and strongly related to financial risk. 

7. Some practitioners have a similar view on the systematic element of ESG risks. 
These practitioners maintain that since ESG are systematic risk factors, investing 
according to ESG risks would then be a form of smart beta. The implication of this 
view is that these risk factors are mispriced and, consequently, an investor could 
take advantage of this fact by constructing a portfolio with specific exposure to 
ESG risks. 

. It should be noted that Murfin and Spiegel (2020) provide contrasting evidence. 

9. Note that respondents with more sophisticated tools would have been more likely 
to participate in the survey. 
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10. In a survey of institutional investors regarding their shareholder engagements, 
McCahery et al. (2016) find that 19 percent of the respondents did not engage 
with their portfolio firms. 
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Chapter 7 
Global Pensions and ESG 


Is There a Better Way? 


Luba Mkulina 


Environmental, social, and governance (ESG) factors entered our lives in 
the 1960s, when investors started to exclude stocks or entire industries from 
their portfolios based on their business activities, such as tobacco produc- 
tion or involvement in the South African apartheid regime. ESG influence 
has been growing ever since, particularly in the last five years, as the world 
has faced an increasing number of societal and planetary challenges such 
as climate change, inequality and, more recently, the global pandemic. 

The Business Roundtable (2019), whose members are CEOs of major 
US companies, declared that ‘companies should serve not only their share- 
holders, but also deliver value to their customers, invest in employees, deal 
fairly with suppliers and support the communities in which they operate.’ 
The concept of multi-stakeholder capitalism is increasingly gaining promi- 
nence in society. As Peter Drucker (1973: np) observed almost 50 years ago: 
‘Any institution exists for the sake of society and within a community. It, 
therefore, has to have impacts; and one is responsible for one’s impacts.’ 

This chapter explores whether a similar logic regarding multiple stake- 
holders, impact responsibility, and systems-level engagement applies to 
global pension funds. 


Scale and Influence of Global Pension Assets 


Global asset owners controlled around US$154 trillion at the end of 2020.! 
This sum includes a range of asset owners: pension funds, sovereign wealth 
funds, insurers, endowments, and foundations. Most of them have long- 
term, and often infinite, time horizons. More than 70 percent of these assets 
are managed via the global asset management industry. For the purposes of 
this chapter, we focus on pension funds, with the acknowledgment that oth- 
er pools of capital will also be impacted, and hence have a role to play in 
the global sustainability arena. 
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TABLE 7.1 Largest pension funds (in US$ million) 


Rank Fund Market Total Assets 
1 Government Pension Investment Japan $1,555,550 
2 Government Pension Fund! Norway $1,066,380 
3 National Pension South Korea $637,279 
4 Federal Retirement Thrift? US $601,030 

5 ABP Netherlands $523,310 
6 California Public Employees? US $384,435 

7 National Social Security! China $361,087 
8 Central Provident Fund Singapore $315,857 
9 Canada Pension? Canada $315,344 
10 PFZW? Netherlands $243,839 
11 California State Teachers? US $243,311 
12 Employees Provident Fund Malaysia $226,101 
13 Local Government Officials Japan $224,006 
14 New York State Common? US $215,424 
15 New York City Retirement? US $208.458 
16 Florida State Board? US $173,769 
17 Employees’ Provident India $168,095 
18 Ontario Teachers Canada $159,666 
19 Texas Teacher US $157,632 
20 ATP Denmark $144,983 


Note: 'Estimate; ?as of September 30, 2019; 3as of March 31, 2020. 
Source: Thinking Ahead Institute (2021). 


According to Thinking Ahead Institute’s (2020a) study, pension funds 
are the biggest asset-owning group, representing 37 percent of the total 
assets or US$57 trillion (see Table 7.1). The US is by far the largest pensions 
market, with around US$32.5 trillion, followed by Japan (US$3.6 trillion) 
and the UK (US$3.5 trillion). The concentration of global pension assets 
is significant in developed economies, with roughly US$43 trillion or 84 
percent of global pension assets in the seven largest markets of Australia, 
Canada, Japan, Netherlands, Switzerland, UK, and US. To put global pen- 
sion assets in perspective, in 2019 the global GDP amounted to US$88 
trillion (World Bank 2021). 

Various governments have pledged to spend on a wide range of environ- 
mental, ‘green’ initiatives, which in total amount to more than US$4 trillion. 
Assuming they are implemented, this level of spending is more than double 
the size of every other major human endeavor ever undertaken.” Moreover, 
global pension assets have been growing faster than the global economy, in 
that pension assets grew at 15 percent in 2019 and 11 percent in 2020. In 
addition, there has been a consistent shift from defined-benefit (DB) to 
defined-contribution (DC) plans, with DC accounts currently representing 
53 percent of total pension assets in the seven largest pensions markets. The 
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key implication of this shift for ESG investing is that the fundamental time 
horizon of pension assets is increasing toward infinite (setting aside, for 
the moment, regulatory and governance constraints on DC funds). Lastly, 
asset allocations for global pension assets have changed significantly, with 
a reduction in public equity allocations and consequent home bias. This 
has been offset by an increase in the global scale of investing and alterna- 
tives allocations, such as real estate, private equity, and infrastructure, which 
almost reached 23 percent of total pension assets at the end of 2020. Glob- 
al alternatives have been attractive for return reasons, offsetting some of 
their governance difficulties. Many new ESG investments will be global in 
nature, and they will be channeled through alternative investment channels. 
This trend in asset allocation, lengthening time horizons, and experience 
in global investing and alternatives, makes the global pension assets pool 
a valid and potentially active contributor to the unfolding theme of new 
large-scale ESG investments. 


Why Pension Funds Invest in ESG 


For many years, ESG investing was characterized, as Roger Urwin, global 
head of investment content at consultancy Willis Towers Watson, put it, as 
a ‘very slow moving but unstoppable train’ (cited by Rust 2018: np). Some- 
what surprisingly, and despite significant economic challenges, this focus on 
ESG has accelerated from 2020, as the global pandemic brought to the fore- 
front of investors’ attention the importance of global health and safety, and 
how interconnected our world has become. In addition, unrest over racial 
inequality in the US has increased the focus on social responsibility. As a 
result, the ‘slow-moving train’ of ESG investing has been gaining significant 
momentum more recently. 

A first consideration for pension funds’ ESG investing must be financial, 
in line with the most common definition of pension fund fiduciary duty to 
the members. Embedding ESG into investment decision-making allows bet- 
ter risk management and identification of investment opportunities. The 
performance of highly rated ESG stocks in 2020 put them in the spotlight, 
perhaps unsurprisingly, considering the negative impact of the coronavirus 
crisis on the financial performance of the fossil fuel industries. Inevitably 
and perhaps for the wrong reasons, this recent short-term performance dif- 
ferential has caught investors’ attention and prompted the flow of capital 
into ESG funds. While there may be some short-term bounce-back as the 
global economy reopens, highly rated ESG stocks are likely still at the very 
early stages of their long-term rise. 

It is possible that companies which move away from a short-term 
shareholder-centric approach to a longer-term perspective can create value 
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for all stakeholders and will significantly outperform their peers. The per 
formance differential between highest and lowest ESG rated stocks was 
more than 23 percent in 2020 according to Fidelity International (Tan 
and Moshinsky 2020). Hale (2021) estimates that sustainable equity funds 
finished 2020 with a clear performance advantage relative to traditional 
equity funds, with three out of four sustainable equity funds beating their 
Morningstar Category average. 

Reputational considerations also drive pension funds’ increasing atten- 
tion to ESG investing. For many pension funds, especially the larger ones, 
it is important to be considered leaders rather than laggards in this area. 
There are also risks of legal action, as demonstrated in the recent case 
brought against the trustees of the Rest pension fund in Australia by one 
of its members on the grounds of the failure to adequately consider cli- 
mate change risks. Rest agreed to an out-of-court settlement in their dispute, 
admitted that climate change represents a ‘material, direct and current 
financial risk’ to the fund, and committed to a range of actions to address 
that risk (Angwin and Edwards 2021). 

Last but not least, increasing regulatory pressure is being brought to bear 
on pension funds to consider ESG factors in their investment policies and 
decisions, especially as the number of ESG-related policies and regulations 
has accelerated (PRI 2021b). The Principles for Responsible Investments 
(PRI) estimates that 95 percent of all ESG regulations were developed 
since 2000 (see Figure 7.1), and 2020 saw 124 new or revised policy instru- 
ments or 32 more than the previous year. Very few of those regulations 
are truly global in scope, underscoring how challenging it is to come up 


Cumulative number of policy interventions per year 
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Figure 7.1 Cumulative number of policy interventions per year 


Note: ‘Policy interventions’ are new financial policies and regulations or updates of the existing 
policies and regulations by governments and regulatory bodies around the world. 
Source: PRI (2021b). Regulation Database. 
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with a coordinated policy response to global challenges in an increasingly 
interconnected world. Instead of becoming better coordinated, howev- 
er, the regulatory landscape has grown more diverse and fragmented of 
late. Accordingly, pension funds stand to benefit from a more coordinated 
global policy response to global challenges. 

Insofar as ESG challenges tend to be global by nature, it will require 
a global effort and coordination on an unprecedented scale in order to 
address them. If left unresolved, some of these challenges can quickly 
become existential for humanity. There is a society-wide change taking 
place, with the world transitioning to a low-carbon economy while also 
addressing other social and environmental concerns, such as inequality 
and the loss of biodiversity. As global allocators and stewards of multigen- 
erational capital, pension funds have a unique capacity to evaluate such 
challenges and to mobilize capital to address them. 


A ‘Deeper Dive’ into Climate Change 


Some of the most acute global ESG challenges today include climate 
change, inequality, and loss of planetary biodiversity. It may be instructive to 
look deeper into the topic of climate change, since this has attracted mean- 
ingful global policy responses. Accordingly, its implications for pension 
funds could be indicative of future developments. 

The global challenge of making an orderly transition to a low-carbon, 
climate-resilient economy has brought climate to the forefront of govern- 
mental, company, and investor agendas. Climate change action is supported 
by the global regulatory framework via the Paris Agreement, a legally 
binding international treaty on climate change adopted by 190 countries 
(United Nations Climate Change 2015). The main catalyst for action on a 
global scale has been the acknowledgment that climate risk has become a 
financial risk as well as opportunity (in addition to regulatory nudges, in 
many jurisdictions). 

How public and private investments are allocated in the near term will 
determine whether global warming can be held below two degrees Centi- 
grade and prevent associated catastrophic climate events. As noted by PRI 
(2021a: np) in their ‘Inevitable Policy Response’ statement: 


Financial markets today have not adequately priced-in the likely near-term 
policy response to climate change. The question for investors now is not if gov- 
ernments will act, but when they will do so, what policies they will use and 
where the impact will be felt ... a response by 2025 will be forceful, abrupt, 
and disorderly because of the delay. 


In this context, any pension fund that does not take climate change into 
account is likely to ignore a major risk to pension savings and miss out 
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on investment opportunities. If pension managers fail to consider risks 
and opportunities from climate change, or fail to exercise effective stew- 
ardship, their investment performance may suffer. Their members’ savings 
may also suffer more immediate consequences from exposure to firms that 
are unprepared for the low-carbon transition. These developments pose 
new questions to pension managers, including whether they should think 
exclusively in the context of their own investment portfolios, or whether 
they should evaluate the overall global economy and how climate change 
will influence their performance more broadly. As a group of institutional 
investors, pension funds tend to have very long time horizons. As they are 
expected to deliver returns over many decades, if not infinitely, the argu- 
ment can be made that the returns they seek can only come from a system 
which supports the funds’ engagement with systemic risks and challenges 
beyond the near term. A related point is that, if there is one institution in 
the investment value chain where intergenerational equity should reign, it 
is a pension fund. 

An example of the global leadership and coordination by asset own- 
ers is the UN-convened Net-Zero Asset Owner Alliance (2021), established 
in 2019. The group includes asset owners from a range of developed 
economies, and it has set itself an ambitious public commitment to tran- 
sition its investment portfolios to net-zero greenhouse gas emissions by 
2050. Sixteen of the current 35 Net-Zero Alliance members are pen- 
sion funds from the US, UK, Sweden, Denmark, France, and Australia 
(see Table 7.2). 

In addition to the fact that these entities’ public commitments are quite 
bold, the alliance members have also set themselves ambitious interim tar- 
gets to achieve these outcomes. The most common interim target is to 
reduce greenhouse gas emissions associated with their portfolios by half, 
and to double the amount of capital allocated to climate solutions by 2030. 
Pension funds can already invest new capital in assets and technologies 
that have both positive environmental impact and positive expected risk- 
adjusted return, such as renewable energy, transport electrification, and 
reforestation. There are also some promising new technologies on the hori- 
zon which still need to prove their effectiveness, both from an impact and 
return perspective, such as hydrogen fuel or carbon capture and storage 
technologies. Investment opportunities from addressing climate change will 
become more apparent as governments worldwide scale up their net-zero 
policies. 

Alternatively, pension funds can divest from carbon-intensive businesses, 
or else engage with them to encourage their transition to carbon neutral- 
ity. While divestment is a powerful and sometimes required mechanism, it 
does not necessarily address the need to engage directly with non-green 
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TABLE 7.2 United Nations-convened Net-Zero 
Asset Owner Alliance members 


1 Akademiker Pension (pension, Denmark) 
2 Alecta (pension, Sweden) 

3 Allianz (insurance, UK) 

4 AMF Pension (pension, Sweden) 

5 Aviva (insurance, UK) 

6 AXA (insurance, France) 

7 BTPS (pension, UK) 

8 Cbus Super fund (pension, Australia) 
9 CalPERS (pension, US) 

10 Caisse des Depots (pension, Canada) 
11 CDPQ (pension, Canada) 

12 The Church of England (pension, UK) 
13 CNP Assurances (insurance, France) 
14 Dai-ichi Life Group (insurance, Japan) 
15 Danica Pension (insurance, Denmark) 
16 David Rockefeller Fund (foundation, US) 
17 ERAFP (pension, France) 

18 Folksam Group (insurance, Sweden) 
19 FRR (pension, France) 

20 KENFO (sovereign fund, Germany) 

21 Generali (insurance, Italy) 

22 Munich RE (insurance, Germany) 

23 Nordea Life & Pension (insurance, Nordics) 
24 P+ Pension (pension, Denmark) 

25 PensionDanmark (pension, Denmark) 
26 PFA (pension, Denmark) 

27 PKA (pension, Denmark) 

28 QBE (insurance, Australia) 

29 SCOR (insurance, France) 

30 St. James’s Place (wealth, UK) 

31 Storebrand (insurance, Norway) 

32 Swiss Re (insurance, Switzerland) 

33 UNJSPF (pension, US) 

34 Wespath (insurance, US) 

35 Zurich (insurance, Switzerland) 


Note: Global asset owners setting and reporting on 
ambitious interim targets for net-zero emissions by 
2050. 

Source: Net Zero Asset Owner Alliance (2021). 


firms. Moreover, divestment of carbon-intensive assets simply transitions 
ownership of these assets to some other, perhaps less environmentally con- 
scientious, owners. For this reason, engagement with specific businesses 
becomes critical for pension funds that believe that addressing systemic 
challenges is part of their mission, though active engagement has not been 
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at the top of most pension funds’ agenda until recently. The investment val- 
ue chain will need to shift so that asset owners, as providers of capital, set 
the tone and agenda for stewardship activities which they may delegate to 
asset managers for execution. 

These new types of new primary investments are challenging, howev- 
er, since they have been relatively small and illiquid to date, whereas the 
systemic challenge of transitioning the low-carbon economy requires invest- 
ments on a far larger scale. Drawing parallels with investors’ experiences 
with renewable energy, initially the scale of early private investments in wind 
and solar energy was very small, complex, and heavily predicated on govern- 
ment tariffs and subsidies. Nevertheless, for those who had the capability to 
be early adopters, these investments more than justified the risk and associ- 
ated cost of investing. Wind and solar energy are now a common staple in 
pension funds’ repertoires, enabling them to achieve attractive risk-adjusted 
returns without government support. Similarly, the public-private partner- 
ships, such as Operation Warp Speed in the US and Project Lightspeed in 
Germany, have recently developed, manufactured, and distributed COVID- 
19 vaccines in less than 12 months. Many other industries will need to follow 
a similar journey, where public capital will jump-start the path toward car- 
bon neutrality, giving private capital an opportunity to follow on acceptable 
risk-adjusted return terms. 

It is also worth noting that the boundary between financial and nonfinan- 
cial considerations may become blurred and more challenging for pension 
funds to navigate in the future. For instance, setting targets for investment 
portfolios in terms of the reduction of carbon emissions could lead to unin- 
tended consequences, if decision makers put more weight on this target 
in the short-term compared to the long-run risk-return tradeoff. US public 
institutional investors facing strong regulatory pressure to invest more in 
infrastructure over time are now taking on more marginal deals in order 
to meet their nonfinancial objectives, which has led to underperformance 
(Andonov et al. 2021). In a similar vein, the use of economically targeted 
investments (ETIs), where fund managers take into consideration not only 
the investment return but also the economic benefits to the local communi- 
ty, was one of the most controversial issues facing public and private pension 
fund management in the US in the 1990s (Mitchell et al. 2008). 

These risks of consequences, including potentially making suboptimal 
investment decisions, are substantial, and they must be acknowledged and 
clearly communicated. Even in the multi-stakeholder world, the primary 
purpose of pension funds continues to be their capacity to generate returns 
for their members. Finding a way to play an active role in, and deliver pos- 
itive outcomes from, financing this economic transition is a key challenge 
for global pension funds, and addressing this challenge requires mindsets 
to work in ways that are not only systemic but transformational. 
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Universal Ownership 


The concept of universal ownership can be very useful when thinking about 
how pension fund managers could reset their mindsets and approach- 
es. According to the PRI (2017), universal owners are large institutional 
investors who own highly diversified, long-term portfolios representative 
of global capital markets and which effectively hold a slice of the overall 
market. Consequently, their investment returns depend on market per 
formance, including the costs of externalities. A sensible approach, in 
this instance, is to think about the overall economic system when making 
investments. To be successful in the longer term, universal owners must 
pursue the active ownership model focusing on engagement and steward- 
ship, and they must also give more weight to intergenerational concerns 
and the sustainability of the global economy as factors affecting their future 
risk-adjusted returns. 

Current definitions of what a universal owner is focus on size, long invest- 
ment horizons, and a certain mindset. In practice, most large-asset owners 
today do not currently manage their funds in line with universal owner- 
ship principles, in part because they do not perceive themselves as large 
enough, do not have the long-term orientation, or they lack leadership buy- 
in to operate in this way. Five asset owners among the top one hundred 
have been identified in the ‘universal owner’ category, all of them pension 
funds: the Japanese Government Pension Investment Fund (GPIF), the Gov- 
ernment Pension Fund (Norway), ABP (Netherlands), the California Public 
Employees Retirement System (US), and PFZW (Netherlands). 

The Japanese Government Pension Investment Fund, as the largest pen- 
sion fund in the world, offers some examples of how a universal owner can 
behave in a way that creates a positive impact on the entire system (Hender 
son et al. 2019). Its creation of new ESG indices, facilitation of corporate 
transparency, ESG disclosures, and engagement with asset managers requir- 
ing them to integrate ESG metrics into their investment processes, not only 
serveas a catalyst for broader-scale improvements in the financial markets in 
Japan, but also provide a role model for how to influence and change the 
system to other large-asset owners around the world. 

Another example of a pension fund that has successfully developed 
systems-level thinking and engagement, while not having the size for uni- 
versal ownership, is New Zealand’s Super Fund. It currently holds around 
US$40 billion under management, having grown at over 10 percent per 
year for some time. It signed the Paris Pledge for Action in 2015, affirming 
its commitment ‘to an emissions reduction target and regularly updating 
it’ (New Zealand Super Fund nd). The Super Fund states that ESG has 
an impact on long-term returns and accordingly, it has embedded climate 
change into its investment strategies and ownership practices in the belief 
that it will improve its portfolio. 
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Ultimately, global pension funds are increasingly recognizing systemic 
risk as well as own portfolio risk, and they understand that their returns will 
be produced by a system that works, and those returns are worth more for 
their beneficiaries in a world worth living in. Pension funds can move from 
being silent and disengaged owners to active and purposeful owners, while 
still delivering on their key mission of securing financial futures for end 
savers worldwide. 


Role of Asset Managers 


Asset managers are a critical link in the investment value chain, as they play 
a substantial role in managing and stewarding underlying assets on behalf 
of asset owners. This segment of the value chain has grown exponentially 
in the last few decades, both in the amount of capital and number of peo- 
ple involved, and has been able to provide much higher remuneration than 
asset owners. At the same time, investment performance is characterized by 
a very low signal-to-noise ratio and very long feedback loops that link out- 
comes with inputs into decision-making. As a result, the asset management 
industry has become extremely competitive, and the relationship between 
asset owners and asset managers is heavily influenced by short-term results 
that are rarely due to skill. 

Like pension funds, asset managers have been responding to the recent 
developments in the ESG landscape, from both regulatory and investment 
perspectives, and they are boosting their ESG expertise and capabilities. 
Seventy-three asset managers have signed onto the Net-Zero Asset Managers 
Alliance, including many of the largest asset managers in the world: their 
assets represent US$32 trillion, more than one-third (36 percent) of the 
total assets under management worldwide. That said, asset managers’ net- 
zero commitments tend to be stipulated by constraints put on them by their 
clients, the asset owners. This dynamic emphasizes the importance of the 
powerful ‘voice from the top’ of asset owners, yet asset owners still need sup- 
port from asset managers to invest efficiently and effectively. They also need 
better measurement frameworks to ensure they are achieving the desired 
results. In any event, the current landscape reflects a work in progress rather 
than an endpoint. 

To become more effective, the relationship between asset managers and 
asset owners would benefit from becoming more long-term and strategic in 
nature. Incentives and behaviors must be aligned across the investment val- 
ue chain: for instance, asset owners need to outline investment mandates 
and incentives in a way that does not lead asset managers to short-term 
orientation in their mindsets and behaviors. Again, the Japanese GPIF pro- 
vides a good example as it has completely restructured its active equity 
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mandates, making them longer-term, while also aligning incentives (Hen- 
derson et al. 2019). Investors must also engage more actively with underlying 
businesses to encourage this transition since, to date, asset managers’ capa- 
bilities devoted to stewardship have been modest compared to the task 
at hand. Miles and Shihn (2019) have estimated that dedicated steward- 
ship resources represent around | percent of the total headcount in the 
asset management industry, while 99 percent is focused on research, valua- 
tion, and trading. Accordingly, the asset management industry has a unique 
opportunity to redefine its purpose and create value for all its stakeholders, 
including society at large. 


Finding a Better Way 


A growing awareness of the need to look beyond immediate financial 
motives to create a sustainable future is prompting many leaders to focus 
more on culture, which includes multi-stakeholder capitalism and increased 
emphasis on purpose following the tragedy of the global pandemic. Pension 
funds, as the most sizable category of asset owners and ultimate allocators of 
capital, will therefore increasingly need to revisit their missions and beliefs 
to take on these wider ideals. While many expect these challenges to be 
longer term, there is also the risk of short-term repricing as new regula- 
tions reshape capital markets. For this reason, considering ESG factors is 
increasingly becoming a fiduciary duty, even in its most narrow definition. 

Asset owners as a group, and pension funds in particular, often lack 
internal capabilities and are often under-resourced, precluding them from 
focusing on goals wider than immediate portfolio activities. One analysis 
of the investment value chain (Thinking Ahead Institute 2020b) suggested 
that asset owners represent only 10 percent of the total workforce employed 
in the investment industry, while bearing the ultimate responsibility for 
most of its capital. The same source noted that asset managers represent 
60 percent of the total headcount, and other service providers account for 
around 30 percent. This allocation of resources does not appear aligned 
with where the ultimate power sits; to navigate the increasingly complex 
investment landscape and exercise genuine active ownership and stew- 
ardship rights, pension funds must devote more effort to defining their 
missions, beliefs, culture, and operating models. 


Conclusion 


We have argued in this chapter that, aside from government spending, glob- 
al pension assets represent the largest pool of capital on the planet, with 
the longest time horizon and multiple stakeholders across different genera- 
tions. Many challenges facing our society are global in nature, and they can 
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only be solved with a global and intergenerational mindset. Global pensions 
appear to have great potential to address these critical issues, yet the global 
investment value chain has mostly not heard a ‘voice from the top.’ Human- 
ity would be remiss in not harnessing the power of this capital. Yet for this 
to happen, pension funds as investment organizations need to go through 
a transformational change that requires strengthened governance, greater 
system-wide collaboration, and substantive innovation. 


Notes 


1. Unless stated otherwise, all estimates are from the research reported by the 
Thinking Ahead Institute, a global not-for-profit group founded by Willis Tow- 
ers Watson (WTW) whose vision is to mobilize capital for a sustainable future. 
All numbers have been collated based on annual surveys run by TAI for the last 
ten years. Consequently, these numbers are more up to date compared with the 
estimates from OECD or World Bank. 

2. The ‘current pledge’ includes spending by the US (US$2 trillion under the Biden 
administration), the EU (US$1.3 trillion from Green New Deal), and China (at 
least US$800 billion during 14th five-year plan. ‘Other major human endeav- 
ours’ include US Interstate Highway System, Saudi Arabia’s NEOM, Xiongan New 
Area, the Apollo Program, the Great Wall of China, China Three Gorges Dam, 
Manhattan Project, Panama Canal, Suez Canal, and the US transcontinental 
railway. 
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Part Ill 


Impacts of ESG on Pension Governance, 
Investments, Structures, and Reporting 


Chapter 8 


Eliciting Pension Beneficiaries’ 
Sustainability Preferences: Why and How? 


Rob M.M.j. Bauer and Paul M.A. Smeets 


Many employees across the globe entrust their pension contributions to 
occupational or employment-based pension funds. Jointly, these funds hold 
about US$50 trillion in assets under management (Willis Towers Watson 
2020). Slightly less than half of these assets are managed in defined-benefit 
(DB) schemes, while the other half are managed in defined-contribution 
(DC) plans in which plan participants bear the investment risk. Irrespec- 
tive of plan design, pension funds universally promise to deliver stable and 
adequate solutions for retirement incomes to participants. 

In the large majority of cases, pension plan beneficiaries are not directly 
involved in any of the strategic choices made by these funds. This non- 
involvement holds for strategic decisions on the design and governance of 
DB and DC plans but also for strategic choices on the funds’ investment 
programs. Notably, beneficiaries generally are not part of the debates on 
sustainable investments in which nonfinancial preferences oftentimes play 
a prominent role. For this reason, the central question we tackle in this chap- 
ter is whether pension plan participants should be involved in setting the 
agenda on the sustainable investments in their pension fund. If the answer 
to this question is affirmative, how and at what stage should they be involved 
in decisions? 

The Global Financial Crisis in 2008 and the subsequent market response 
showed that informational asymmetries, misaligned incentives, and fuzzy 
chains of intermediation lead to substantially lower levels of trust in the 
financial sector (Waitzer and Sarro 2014). This lack of trust has encouraged 
regulators, legislators, and courts across the globe to bend the trajecto- 
ry of many relevant laws into a direction that they believed better served 
the public interest. Moreover, it explains why many financial institutions, 
and pension funds in particular, have stepped up and joined collaborative 
approaches (e.g., Principle for Responsible Investments (PRI) and Climate 
Action 100+).! Through these vehicles, in the interests of their beneficiaries 
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and clients, they tackle global challenges such as climate change, inequal- 
ity, and human rights’ violations in the interactions with their portfolio 
companies and delegated asset managers. Many pension funds now have a 
full-fledged sustainable investment policy that they execute and report on. 
They increasingly ‘walk the talk.’ 

Yet this proactive stance has not yet materialized as a stronger involve- 
ment of beneficiaries in the sustainable investment agenda of pension 
funds. Only in a very limited number of funds do the ultimate owners of 
the entrusted investments have direct involvement in decisions. The reasons 
for not ‘democratizing’ this process revolve around legal interpretations, 
cultural and societal perspectives, participants’ low financial literacy lev- 
els, pension funds’ capacity constraints, habit, or simply decision makers’ 
unwillingness. 

Nevertheless, it is becoming increasingly clear that pension funds cannot 
simply ignore the many calls for action by substantial parts of their member- 
ship. For example, half of UK universities have now committed to divesting 
their fossil fuel investments (The Guardian 2020). Universities have started 
dialogues with their individual endowments, and NGOs increasingly have 
engaged directly with pension funds and their participants. Fossil Free UK, 
for example, is in a continuous dialogue with the Universities Superannu- 
ation Scheme (USS) in the UK with the goal to screen for and exclude 
the fossil fuel industry from their investment portfolio and immediately 
freeze any new investment in fossil fuel companies (Fossil Free Campaign 
UK 2020). Another recent example of an NGO targeting pension funds 
directly is Tobacco Free Portfolios (TFP) (Tobacco Free Portfolios 2021). 
Many pension funds and asset managers, partially based on the interactions 
with TFP, have decided to divest from tobacco manufacturing companies. 
Across the globe, younger generations are calling on pension funds and 
other financial institutions to deploy capital in such a way that it has a pos- 
itive effect on the trajectories of climate change. In some cases, pension 
funds proactively signal in their mission statement that they take this dia- 
logue very seriously. PGGM, the Dutch pension delivery organization for 
the health-care sector, for example, states on its website: ‘Our ambition: to 
provide for good pensions in a livable world’ (PGGM 2020: np). Interest- 
ingly, only rarely is the direction of the sustainable investment program, 
including the inherent dilemmas involved, based on direct interaction with 
pension fund beneficiaries. In the majority of cases, pension boards alone 
handle the decision-making. 

In what follows, we first discuss the context in which pension funds decide 
on a sustainable investment program and how they can integrate sustainabil- 
ity in their investment decisions. Next, we identify key factors accounting 
for different ways to integrate nonfinancial preferences in pension funds’ 
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investment processes, including the motivation to involve participants. We 
also largely focus on funds in the EU, the UK, and the US, and we devote 
special attention to the Netherlands where a pension fund gave its partic- 
ipants a real vote (Bauer et al. 2021). In a conclusion, we synthesize our 
findings and summarize our answer to our central question: How can we 
involve pension participants in a meaningful way when setting a pension 
fund’s sustainable investment agenda? 


Why Measure Nonfinancial Preferences? 


In a retail investment context, investors can individually choose which 
funds they buy or sell, and when. In the past three decades, many mutu- 
al funds have created sustainability profiles that allow individuals to choose 
funds that match their sustainability or nonfinancial preferences, at least to 
some extent.” A recent study using a natural experiment found causal evi- 
dence that market-wide, retail investors do value sustainability (Hartzmark 
and Sussman 2019). The authors reported that, when mutual funds were cat- 
egorized by Morningstar as ‘low sustainability,’ they experienced significant 
net outflows. By contrast, when funds were categorized as ‘high sustain- 
ability,’ they experienced substantial net inflows. The authors concluded 
that their experimental evidence was consistent with positive affect influ- 
encing expectations of sustainable fund performance. Also, nonpecuniary 
motives influenced investment decisions. In the US context, then, nonfi- 
nancial motives do directly affect the demand for sustainable mutual funds. 
Earlier work (Bollen 2007; Riedl and Smeets 2017) showed that many retail 
investors are motivated by their strong social preferences, accepting low- 
er expected returns on socially responsible investments and paying higher 
management fees. 

Pension fund participants, in contrast to retail investors, generally do 
not have the freedom to join a plan that matches their sustainability pref 
erences. There is no market-clearing mechanism that matches supply to 
demand for sustainable pension investments. In most countries, being a par- 
ticipant in a collective DB pension means joining the public sector, industry, 
or corporate plan offered by their plan sponsor; generally, they do not have 
an opportunity to make individual, discretionary investment choices. Here, 
the DB fund boards and management determine and execute strategic 
investment choices that include strategic decisions and directions related 
to sustainable investments. In a DC setting, by contrast, there are poten- 
tially more options for plan participants, which can vary from choosing the 
degree of risk-taking to the choice of investment funds. Nevertheless, in the 
DC space, the menu of funds and the actual selection of delegated asset 
managers who supply these funds are typically set by the plan boards and 
managers. 
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Since the start of the PRI movement in 2006, there has been a consid- 
erable growth in the assets under management (AUM) of PRI signatory 
institutions. Asset managers and asset owners that join the PRI generally 
have more socially conscious portfolio-level footprints, especially along the 
social and governance dimensions (Gibson et al. 2020). Nevertheless these 
differences are not large, which could be explained by the fact that some 
funds join the PRI for reputational reasons. In addition, differentiating 
between US and non-US investors, the authors conclude that US signatories 
do not have more socially conscious footprints, perhaps due to the different 
interpretation of fiduciary duties in the US market (Gibson et al. 2020). 


Three ways to implement sustainable investments 


Pension funds have three distinct ways that they can integrate sustainability 
into their investment decision-making. First, they can develop a divestment 
(or exclusion) policy. Globally, many examples exist of pension funds that 
publicly declare their divestment of certain industries, such as the tobac- 
co industry or the nuclear weapons industry (ABP 2018). These decisions 
are often based on the nonfinancial preferences of pension funds (i.e., 
their boards), but increasingly these divestment policies are also linked to 
financial considerations. The USS’s recent divestment from tobacco manu- 
facturing companies and thermal coal mining companies was motivated on 
its website as follows: *.. . the traditional financial models used by the market 
as a whole to predict the future performance in these sectors had not taken 
specific risks into account. These included changing political and regula- 
tory attitudes and increased regulation that USS Investment Management 
consider will damage the prospects of businesses involved in these sectors 
in the years to come’ (USS 2020: np). 

A second way of integrating sustainability into the investment process 
is to complement financial information with nonfinancial (sustainability) 
information when making strategic decisions on asset allocation or buy- 
ing and selling securities in the public and private asset space.” The key 
objective of these strategies is to improve the risk-adjusted returns of invest- 
ments, meaning that many investors believe that financial markets have not 
yet fully priced material sustainability information. The jury is still out on 
this matter, but several excellent meta-studies and books exist on the top- 
ic (Edmans 2020; Matos 2020). Most prominent practical examples can be 
found in equity investments in both qualitative and quantitative strategies, 
but also in all other asset classes today. The integration of sustainability 
information varies from slightly tilting portfolios toward certain Sustainable 
Development Goals (FTSE Russell 2020), to positive and negative screening 
of portfolios; in its most extreme form, there can be mandates with a small, 
selected number of highly sustainable companies that investors perceive as 
positively contributing to both society and the bottom line. 
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A third way to interact with companies and investment vehicles on 
sustainability issues is to engage in active ownership strategies. Many pen- 
sion funds have established voting guidelines that go beyond standard 
shareholder-oriented governance concerns, and that are executed by pro- 
fessional agencies in the interests of asset owners. Also, the level and inten- 
sity of private engagement with companies by pension funds has increased 
steadily in the past decade. Pension funds as a group are now voicing con- 
cern and demanding action on sustainability issues such as companies’ 
compliance with the Paris Agreement (Climate Action 100+ 2021). Many 
other appearances of active ownership include filing shareholder proposals, 
class action lawsuits, and media campaigns. In some cases, failed engage- 
ment with companies may lead to divestment of the asset altogether. A good 
example of the latter case is the divestment of Walmart by the largest Dutch 
pension fund (ABP) in 2012 because of poor labor practices. 


A preference for engagement 


A recent large-scale survey among institutional investors, with a substantial 
number of pension funds in the sample, found that respondents general- 
ly think that climate risks have important financial implications for firms 
they invest in (Krueger et al. 2020). The survey also showed that institu- 
tional investors consider climate risk for both financial and nonfinancial 
reasons; in fact, there was no single motive that explains why and how these 
investors incorporated these perceived risks into their investment decisions. 
Reputational concerns, legal considerations, and investment beliefs about 
the effect of climate change on risk and returns were the key drivers of 
spending resources on assessing climate risks and opportunities. The sur- 
vey responses also showed that most respondents favored engagement over 
divestment and that larger investors engaged with companies along more 
dimensions. 

This preference for engagement relates to studies showing that engage- 
ment can have a positive effect on performance, in some cases (Dimson 
et al. 2015; Azar et al. 2021; Kolbel et al. 2020). Successful engagements 
are followed by positive abnormal returns, and engagement success is more 
probable if the engaged company has reputational concerns and a higher 
capacity to implement change. This study also showed that collaboration 
among engaged investors was instrumental in increasing the success rate of 
environmental and social engagements. A recent PRI analysis of the effec- 
tiveness of coordinated engagement activities showed that a two-tier strategy 
combining lead investors with supporting investors was effective in success- 
fully achieving the stated engagement goals, and was followed by improved 
target performance (Dimson et al. 2021). 
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Initiating and executing an engagement strategy raises another set of 
questions for pension boards, including: Which budget should be allocated 
to engagement activities? Which topics are worth engaging on? How can one 
measure the engagement’s success? Which collaborative vehicles should 
be joined to ensure engagement is effective? Do the benefits of engage- 
ment outweigh costs? Is it strictly about financial benefits, or also about 
environmental or social benefits? As pension funds do not have unlimited 
resources, choices need to be made regarding what topics to prioritize and 
what companies to target first, and through what engagement channel. 


Prioritization 


Pension fund boards need to prioritize sustainable investment activities, 
spanning from divestments to the integration of sustainability into invest- 
ments, and the deployment of active ownership strategies. Subsequently, 
internal or external asset management organizations must execute these 
strategies in line with the board’s priorities. Many of the decisions and pri- 
orities can involve weighing the importance of nonfinancial preferences, yet 
it is complex to disentangle financial from nonfinancial preferences. Board 
members may hold different beliefs about the effectiveness of divestment or 
engagement, along with the likelihood of having successful engagements, 
the potential spillovers of engagement activity from one company to anoth- 
er, the perceived willingness of companies to contribute to the renewable 
energy transition, the expected financial consequences in case of divest- 
ment, and the assessment of the long-term effect of selling these shares 
to other owners. Pension fund boards tend to expend much energy on 
this topic, including preferences regarding nonfinancial as well as financial 
criteria. 

To return to our central question, should the ultimate owners of pension 
funds have a voice when pension boards make strategic investment deci- 
sions of a nonfinancial nature, or when these are motivated by nonfinancial 
criteria? To this we turn next. 


What Drives the Sustainable Investment 

Agenda? 

In our view, there is no single response to the question of how to integrate 
sustainability into the investment process, and especially not how to involve 
the ultimate owners in this process. Market forces being absent, we first iden- 
tify a set of exogenous factors that may lead to the observed heterogeneity 


in responses by pension funds across the globe (Gibson et al. 2020; Krueger 
et al. 2020). 
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Legal and societal contexts 


Pension funds operate in both legal and societal contexts, and these are key 
drivers in accounting for differences in their sustainable investment activi- 
ties around the world. Laws relevant to pension funds, their interpretations 
and subsequent trajectories, differ markedly per jurisdiction, as do regulato- 
ry bodies’ attitudes toward the sustainable investment topic. When browsing 
legal scholars’ contributions to this discussion, references to the prudent 
person rule often occur (also known as prudent man, prudent investor, or 
prudent expert). The prudent person rule is linked to two key principles 
of Anglo-American trust law: prudence and loyalty (Maatman and Huijz- 
er 2019). According to Kuiper and Lutjens (2011), the prudence principle 
can be applied to a pension fund as follows: Pension funds must manage 
the pension capital with the care, caution, expertise, and competence that 
may be demanded of a reasonably competent and reasonably acting pension 
fund. The loyalty principle requires trustees to give priority to the beneficia- 
ries’ interests under all circumstances. If trustees fail to do so, and thereby 
cause harm to beneficiaries, they are liable in principle. 

In the Netherlands, three initiatives exemplify the development of the 
prudent person rule in the context of responsible pension investments. 
In 2010, the Dutch Committee on Investment Policy and Risk Manage- 
ment devoted particular attention to pension funds’ social position, and it 
endorsed the view that socially responsible action must be an integral part 
of the pension funds’ risk and investment policies. This committee explic- 
itly mentioned that the participants’ preferences must be embedded in the 
pension fund’s policies (Frijns Report 2010). To our knowledge, this is the 
first time that involving beneficiaries is mentioned explicitly. 

In 2018, a large number of Dutch pension funds, in cooperation with 
NGOs, trade unions, and government, signed the Agreement on Inter 
national Responsible Investment for the Pensions Sector. It stipulated 
that: 


The implementation of this Agreement should contribute to, and may not prej- 
udice, the fulfillment of the pension funds’ fiduciary duty arising from Article 
135(1) of the Dutch Pensions Act; the pension fund’s board must ensure that 
there is support among participants for choices made regarding responsible 
investment. Taking material Environmental, Social and Governance (ESG) fac- 
tors into account in investment decisions is consistent with risk assessment and 
risk management and is in line with the fiduciary duty of pension funds. Such 
factors can become material in the short, medium and long term. 


(IRBC 2018: 5) 


Signing this agreement meant that the Dutch pension regulator will check 
whether funds actually do comply with these promises. 
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In parallel, the European Union (EU) launched the EU Pension Direc- 
tive (IORP II 2016) that claimed that environmental, social, and governance 
factors are important for pension funds’ investment policy and risk man- 
agement systems. Yet IORP I has no direct reference to investigating 
member preferences toward sustainable investments. Outside the Nether 
lands, very few concrete cases exist in Europe, whether in hard or soft 
law, where governments have requested, advised, or even proposed the 
involvement of beneficiaries in some stage of the setting of pension funds’ 
sustainable investment policy. One rare example is a recent consultation 
document in which the EU put forward the question of whether the integra- 
tion of beneficiaries’ sustainability preferences in the investment strategies 
of occupational pension funds should be further improved. The major- 
ity of respondents (from all branches of society) answered ‘don’t know’ 
(57 percent), about a third (32 percent) answered ‘yes,’ and a smaller 
subset of respondents (11 percent) said ‘no’ to this question (European 
Commission 2020a, 2020b). 

How European law develops depends on further evolution of the pru- 
dent person rule. Anglo-American law describes a pension fund trustee’s 
fiduciary obligation in the ‘Uniform Prudent Investor Act,’ which includes 
the prudent investor rule (Maatman and Huijzer 2019). The financial inter- 
ests of beneficiaries, based on modern portfolio theory, are key elements of 
a trustee’s objective function. 

In the US, the prudent investor act in many states is interpreted quite 
narrowly. Pension fund fiduciaries are charged with maximizing financial 
performance in order to meet pension obligations. This focus explains why 
sustainability information receives little attention in the boards of many US 
pension funds. The US Department of Labor (DOL), the supervisor under 
the Employee Retirement Income Security Act of 1974 (ERISA), has demon- 
strated substantial ambivalence on this matter. In 2015, the DOL stated in 
one of its Interpretative Bulletins: ‘Environmental, social, and governance 
issues may have a direct relationship to the economic value of the plan’s 
investment. In these instances, such issues are not merely collateral consid- 
erations or tie-breakers, but rather are proper components of the fiduciary’s 
primary analysis of the economic merits of competing investment choices’ 
(US Department of Labor 2015: 65136). 

A few years later, the DOL chose quite a different path: ‘Rather, ERISA 
fiduciaries must always put first the economic interests of the plan in pro- 
viding retirement benefits. A fiduciary’s evaluation of the economics of 
an investment should be focused on financial factors that have a materi- 
al effect on the return and risk of an investment based on appropriate 
investment horizons’ (US Department of Labor 2018: 2). Beneficiaries’ sus- 
tainable investment preferences are not part of the equation, and neither 
is beneficiaries’ interest in building a livable world. 
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In 2020, the US Department of Labor adopted amendments to the 
‘investment duties’ regulation under Title I of the Employee Retirement 
Income Security Act of 1974: ‘The amendments require plan fiduciaries to 
select investments and investment courses of action based solely on financial 
considerations relevant to the risk-adjusted economic value of a particular 
investment or investment course of action’ (US Department of Labor 2020: 
72846). Remarkably, a few months later, the new administration announced 
that it will not enforce the former administration’s rules and is reviewing 
whether a rewrite or other action is necessary (US Department of Labor 
2021). 

In the UK, inspired by the Kay Review (Kay 2012), the Law Commis- 
sion No. 350 foresaw an important role for sustainability information in the 
investment process: ‘Whilst it is clear that trustees may take into account 
environmental, social and governance factors in making investment deci- 
sions where they are financially material, we think the law goes further: 
trustees should take into account financially material factors’ (Law Commis- 
sion 2014: 113). Interestingly, the Law Commission also hinted indirectly at 
involving beneficiaries’ preferences in decision-making: ‘Our conclusion is 
that quality[sic] of life factors are a subordinate objective, and are there- 
fore subject to the two tests we set out below. Trustees should have good 
reason to think that beneficiaries would welcome the lifestyle benefit and 
there should be no risk of significant financial detriment to the scheme’ 
(Law Commission 2014: 116). 


Peer pressure and benchmarking 


The level of peer pressure and benchmarking of pension funds’ sustain- 
able investments strategies also varies by region and nation, and as a result, 
it can determine the speed and breadth of activities in the sustainable 
investment domain. Every year, Dutch-based VBDO publishes the VBDO 
Benchmark Responsible Investment by Pension Funds in the Netherlands 
(VBDO 2020). This benchmarking of the 50 largest Dutch pension funds 
is discussed extensively, both formally and informally, around many pen- 
sion board tables. International examples of benchmarking are the PRI 
that scores asset owners and asset managers on their sustainable invest- 
ment policy, and the Global Pension Transparency Benchmark (GPTB), 
recently issued by CEM Benchmarking and Top1000funds.com, in which 
responsible investments are an important factor (CEM Benchmarking 
and Top1000funds.com 2021). GPTB targets the largest pension funds in 
a large number of countries. These benchmarking initiatives show that 
funds increasingly are being confronted with peer pressure, which includes 
peers’ activities and advancements, when having a dialogue with pension 
beneficiaries. 
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Fund-specific factors 


Next, we identify a set of fund-specific factors that may differ between indi- 
vidual pension funds. First, larger pension funds may allow them to set 
up relatively large sustainable investment teams, providing the full scale of 
activities and necessary knowledge. By contrast, smaller funds must prior 
itize their activities or delegate them to external parties. Having internal 
investment teams also probably has a longer-lasting effect on the sustain- 
ability culture and knowledge within the pension fund, as long as it accepts 
the intended direction. Many European pension funds have gone through 
this exercise in recent years. For smaller funds, there is always the free- 
rider option, although EU legislation requiring European pension funds 
to report on their sustainable investment activities, or its absence thereof, 
may change this. 

Independent of size, the board’s investment perspectives may differ 
across pension plans. Beliefs about the long-term consequences of divest- 
ment, the added value of integrating sustainability into investment decisions 
at all levels (strategic asset allocation, timing, and security selection), and 
the effectiveness of active ownership strategies may differ between boards 
and even across board members. Moreover, board members having sub- 
stantial experience and research expertise on sustainable investments may 
boost the execution of sustainable investment strategies. 

The composition of the board may also have a significant effect on 
the sustainable investment agenda. Board composition varies considerably 
between public, industry-wide, and corporate pension plans, as well as 
between jurisdictions, as pension laws are often nationally or at most region- 
ally targeted. Additionally, many pension fund boards include a mix of 
representatives from employers, employees, and retirees (the latter espe- 
cially in the Netherlands); and in some cases, also state, political, and 
independent appointees. Board composition can have a substantial effect 
on the strategic investment decisions of pension funds in other domains. 
Examples of these in the US public pension context include the amount of 
risk deemed acceptable (Andonov et al. 2017) and the selection of private 
equity investments (Andonov et al. 2018). A recent study of Dutch pension 
funds showed that a higher gap between the average age of board mem- 
bers and the average age of participants lowered the strategic allocation 
to equity by seven percentage points, after controlling for the fund’s char- 
acteristics, including the liability structure (Bauer et al. 2021). The same 
authors concluded that corporate pension funds, having a greater repre- 
sentation of employers on the board, allocated more to equities, which may 
create a classic principal—agent problem between employer trustees and 
beneficiaries. 

These examples show that a pension board’s composition affects strate- 
gic investment decisions, and it will likely also affect how pension funds 


Eliciting Pension Beneficiaries’ Sustainability Preferences 183 


shape their agenda regarding sustainable investments. For example, a US 
public pension fund whose board consists purely of state-appointed mem- 
bers may come to different conclusions than would a board comprised of 
a large number of public representatives (Andonov et al. 2017). Another 
example is a corporate pension fund that is tightly connected to a compa- 
ny with a high score on the sustainability scale, versus other companies in 
the same industry. Potentially, these pension funds will take a more pos- 
itive stance on sustainability, as the board is composed of employer and 
employee representatives of the higher-scoring company. 

The listed external and fund-specific factors influence the sustainable 
investment policy of pension funds, and are likely to explain much of the 
global heterogeneity in fund actions in this matter. 


Examples of Member Involvement 


Against the backdrop of legal contexts just described, it is no surprise 
that the Netherlands has the most involved pension fund members. Dutch 
funds pledge to integrate members’ views in their investment decisions in 
a formal agreement (IRBC 2018), and some regularly engage their mem- 
bers regarding their preferences on sustainable investments. For example, 
ABP (civil servants) uses surveys to explore beneficiaries’ preferences in all 
important matters in the design of the pension deal, such as risk attitude. 
Recently, these surveys have also contained questions regarding beneficia- 
ries’ sustainability preferences. ABP (2020) reported that 59 percent of their 
participants were in favor of sustainable investments, as long as financial 
returns are not negatively affected. 

Another example is the Philips corporate pension fund (PPF 2021). 
The firm conducted a large-scale survey in 2020 on sustainable investments 
among its participants, and found that PPF’s beneficiaries overwhelming- 
ly supported the idea of integrating sustainability into the pension fund’s 
investments. Moreover, participants signaled that they expected this inte- 
gration, as sustainability was also a cornerstone in the daily routines of the 
(publicly listed) companies for which they worked (i.e., Philips and Signi- 
fy). Many other Dutch pension funds are in the process of preparing or 
executing similar interactions with their beneficiaries. 

In the UKand US, there are few examples of pension funds eliciting par- 
ticipants’ sustainability preferences. As UK pension law is flexible in relation 
to DC arrangements, the USS offers participants the opportunity to reflect 
their own ethical concerns in their DC plan, stating that: 


as long as a member has a clear understanding that the investment criteria 
may lead to a lower return, it is acceptable to permit members to select funds 
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reflecting their own ethical views. To provide our members with the ability 
to reflect their views, the USS Investment Builder offers a number of ethical 
fund options. The Ethical Lifestyle and Ethical self-select funds are based upon 
an ethical policy which draws upon best practice and the indications of USS 
member preferences identified in surveys of their views. 


(USS 2018: 1-2) 


NEST, another UK occupational DC pension scheme, recently surveyed its 
members on responsible investments. One of the survey’s key findings was 
that: ‘People need to understand the benefits of responsible investment 
for them personally, alongside any broader environmental or social ben- 
efits’ (Nest Insight 2020: 5). However, NEST did not further specify how it 
planned to transfer these insights to its sustainable investment program. 

In the US, direct engagement with beneficiaries on nonfinancial pref- 
erences is virtually non-existent.t There is some indirect evidence that 
funds align investment strategies with beneficiaries’ preferences. US pub- 
lic pension plans with internally managed equity departments align their 
investment choices with the political leanings of their beneficiaries when 
deciding whether to incorporate CSR (Corporate Social Responsibility) in 
their equity allocations (Hoepner and Schopohl 2019). 

These examples indicate that many funds use surveys to explore their 
participants’ preferences. Yet the academic literature on surveys shows that 
eliciting true preferences requires consequential choices (Vossler et al. 
2012) that satisfy a number of other criteria to ensure that the results are not 
biased (Carson and Groves 2007). Consequently, one must be very careful 
in setting up these surveys and interpreting their results. 


Case Study on Involving Beneficiaries: 
Pensioenfonds Detailhandel (PD) 


Pensioenfonds Detailhandel (PD), the Dutch pension fund for the retail 
sector, is probably the first pension fund in the world to have granted its 
participants a real vote in shaping the direction of the fund’s sustainable 
investment agenda. PD is an industry-wide defined-benefit pension fund 
with more than a million participants; it isa medium-sized fund with approx- 
imately US$35 billion in assets under management. The PD board consists 
of representatives of employers, employees, and retirees, and it is supported 
by a small management team (bestuursbureau) of around ten staff mem- 
bers. Jointly, the board and management prepare and execute the pension 
fund’s main activities. Guided by realism and pragmatism, they run a rel- 
atively straightforward investment program (Pensioenfonds Detailhandel 
2020). 
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PD’ investment beliefs 


In the investment context, the board’s energy is focused on making strategic 
decisions regarding asset liability management and strategic asset alloca- 
tion. PD invests in broadly diversified passive portfolios of public assets 
in the global equity, fixed-income, and real estate domains. Just a small 
fraction of assets under management is invested in private assets, main- 
ly in Dutch real estate. Furthermore, PD ensures that what it delegates to 
financial service providers is governed well. The fund spends considerable 
resources on communication with plan beneficiaries regarding pension and 
investment matters. 

In its public statement of investment beliefs (Pensioenfonds Detailhan- 
del 2020), PD signaled that it takes sustainable investments seriously. In 
2017, the fund expressed a wish to involve its participants in its sustain- 
able investment decisions, and the PD board then initiated a joint research 
project with Maastricht University, resulting in two large-scale field surveys 
of PD participants. 

At the time, PD had a limited divestment policy enforced by Dutch law. 
Article 21a of the Market Abuse Decree of the Financial Supervision Act pro- 
hibits Dutch pension funds (and other financial institutions) from investing 
in companies that contribute to the production of cluster munition (Van 
der Zwan et al. 2019). Since PD invested the large majority of its public 
assets in passive or buy-and-hold mandates, it did not yet integrate sustain- 
able information into its investment strategies. Instead, PD started voting 
by proxy to cover, where possible, its equity investments guided by inter- 
nal voting guidelines. To ensure that it had direct control over the voting 
process, PD hired a professional and independent (from PD’s asset manag- 
er) agency to execute and report on the proxy voting program. Moreover, 
the board instructed the agency to carry out a targeted shareholder engage- 
ment program with companies, based on criteria related to three prioritized 
Sustainable Development Goals (SDG). 


A real vote 


In 2018, PD decided to directly involve participants in the strategic direction 
and prioritization of the voting and engagement programs. With Maas- 
tricht University researchers, it granted participants a real vote through 
a method similar to a referendum (Bauer et al. 2021). In a survey, PD 
first asked participants whether it should extend and intensify the current 
voting and engagement program by adding a fourth SDG, and by extend- 
ing the number of engagements based on these SDGs. Second, the board 
ex ante committed to execute the majority’s decision. A large majority of 
participants voted in favor of extending and intensifying the voting and 


186 Pension Funds and Sustainable Investment 


engagement program and approved the proposed fourth SDG put for 
ward by the board. One week after the survey, the board executed the 
participants’ vote. 

In the meantime, PD further developed its sustainable investment agen- 
da. Inspired by the overwhelming participant support, the board decided 
to integrate the four SDGs (Decent Work and Economic Growth (8); 
Climate Action (13); Peace, Justice and Strong Institutions (16); and— 
newly added—Responsible Consumption and Production (12)) into the 
equity investment decision process. With FTSE Russell, the fund devel- 
oped an SDG-aligned index with the objective of creating a simple, trans- 
parent way to align a broad (developed and emerging) market port- 
folio including specific aspects of the SDGs. This approach was based 
on a detailed mapping exercise of FTSE Russell’s sustainable investment 
research and the SDG framework (FTSE Russell 2020). The final result 
was a blend of PD’s strong investment beliefs in holding broadly diversi- 
fied portfolios, as well as the goal of integrating participants’ preferences 
in their portfolios. The developed market SDG-aligned index portfolio 
consisted of well over 1,000 different companies spread across all major 
industries. 


Continued support and COVID-19 


In 2020, the PD board conducted another participant survey to explore 
whether the board’s discretionary decision to create an SDG-aligned index 
in developed and emerging markets was supported. Moreover, the board 
was interested in finding out whether members were still in favor of extend- 
ing and intensifying the voting and engagement program. Additionally, 
as COVID-19 emerged, the board wanted to know whether participants’ 
sustainability preferences were affected by beliefs about the perceived 
long-term effects of the pandemic on retirement benefits. The results of 
this new survey showed that a large majority of participants still support- 
ed the extended voting and engagement program, and that they also 
agreed with the newly created SDG-aligned index. Moreover, the sup- 
port for sustainable investments was not affected by the COVID-19 cri- 
sis, despite participants’ lower expected retirement benefits (Bauer et al. 
2021). 


Eliciting Beneficiaries’ Preferences 


To further describe the two field surveys in which PD granted participants 
a real vote on its sustainable investment policy, we next provide additional 
details on what was dubbed the ‘Get Real’ study (Bauer et al. 2021). 
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The elicitation method 


In the field surveys with PD participants, we used a method to elicit par- 
ticipant preferences truthfully and in a way that required relatively little 
effort. First, we conducted a field survey with n=1669 participants (Study 1). 
Pension benefits and monthly contributions of participants in the Dutch 
regulatory context depend on the financial health of the pension fund. If 
the coverage (asset/liability) ratio of the fund is poor, then pension benefits 
can be cut and monthly pension contributions can increase, a situation that 
is not new to Dutch pension participants. PD’s participants have already 
had to pay higher pension contributions in recent years as a result of the 
Global Financial Crisis, continuously decreasing interest rates, and strict sol- 
vency supervision by regulatory authorities. In addition, PD has canceled 
indexation (as a correction for inflation) in eight out of the last ten years, 
similar to what participants of most other pension funds in the Netherlands 
experienced. 

The academic literature on surveys has extensively addressed the so- 
called ‘hypothetical gap,’ or the gap between what people say they do and 
what they actually do (List and Gallet 2001). Therefore it is crucial to explore 
real behavior rather than hypothetical choices. As part of Study 1, therefore, 
the board gave its members a real vote on the fund’s future sustainable 
investment policy. Because of the above-described features, participants’ 
benefits were directly at stake, making the vote highly relevant to their future 
financial situations. We informed participants that implementing sustain- 
able development goals meant that the financial returns were not the only 
factor to take into consideration. Making investments with these goals in 
mind meant that considering the effect of investing on the environment 
and wider society was also important.” 

To elicit truthful preferences for sustainable investments, not only are 
consequential choices critical (Vossler et al. 2012), but four other criteria 
should also be satisfied if possible (Carson and Groves 2007). First, partic- 
ipants have to actually care about the outcome of the survey. Second, an 
authority can enforce payments by voters. Third, the elicitation method 
involves a yes or no vote on a single project. Fourth, the probability that 
the proposed project will be implemented is weakly and monotonically 
increasing with the proportion of yes votes. 

PD’s discrete-choice field survey satisfied all four criteria. Participants’ 
pension savings were indeed credibly at stake, and the board guaranteed it 
would implement the voting outcome, which satisfied criteria one and two. 
Furthermore, participants were given a consequential vote with only two 
choices, whereby the probability that more sustainable investments would 
be implemented was weakly, monotonically increasing with the proportion 
of yes votes, which satisfied the third and fourth criteria. 
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Empirical results 


In Study 1, we found that 67.9 percent of participants favored increasing 
the pension fund’s engagement to boost sustainability in investments. Only 
10.8 percent were against the increase, while 21.2 percent had no opinion 
(see Figure 8.1). This voting outcome gave PD a clear mandate to increase 
and intensify its engagement program. 

In addition to engagement, another frequently used investment strategy 
is screening portfolios based on sustainability criteria (EUROSIF 2018). In 
PD’s case, portfolio screening meant that it invested more in companies that 
scored high on the four SDGs, and less in companies that scored low. The 
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Figure 8.1 Preferences for sustainable investments (study 1) 


Note: The graph presents the distribution of choices for the following question: ‘Do you want 
Pensioenfonds Detailhandel to add the fourth sustainable development goal “Responsible con- 
sumption and production”? Yes, add; No, do not add; I have no opinion regarding this matter,’ 
and takes on the corresponding three values: ‘3 SDGs,’ ‘4 SDGs,’ and ‘I have no opinion regard- 
ing this matter.’ 3SDGs refers to the sustainable development goals of “Climate action,’ ‘Decent 
work and economic growth,’ and ‘Peace, justice, and strong institutions,’ which the pension 
fund had already focused on prior to 2018. 4 SDGs refers to the three SDGs just mentioned 
plus the fourth SDG, ‘Responsible consumption and production,’ which participants are intro- 
duced to during the survey. The above-stated question refers to the default treatment where 
participants can add the fourth SDG. The default where participants can remove the fourth 
SDG is treated analogously, for brevity, without providing further explanation here. Choic- 
es are guaranteed to be implemented by the pension fund if more than 50% of respondents 
choose in favor of three (four) SDGs. Error bars represent 95% confidence intervals. 

Source: Bauer et al. (2021). 
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results from a non-consequential question in Study 1 show that 74.4 percent 
of respondents also favored portfolio screening based on the four SDGs (see 
Figure 8.2). 

We then explored three possibilities that could explain the support for 
sustainable investments (Bauer et al. 2021). First, participants might have a 
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Figure 8.2 Preferences for engagement and screening (studies 1 and 2) 


Note: The graph presents the share of participants in favor of engagement and screening, 
respectively. Results for studies 1 and 2 are shown separately. The question on engagement 
in study 1 is, ‘Do you want Pensioenfonds Detailhandel to add the fourth sustainable develop- 
ment goal “Responsible consumption and production”?’ Answer options are ‘Yes, add,’ ‘No, do 
not add,’ and ‘I have no opinion regarding this matter.’ The fourth SDG refers to ‘Responsible 
consumption and production,’ which participants are introduced to during the survey and is 
in addition to the SDGs ‘Climate action,’ ‘Decent work and economic growth,’ and ‘Peace, 
justice, and strong institutions,’ which the pension fund had already focused on prior to 2018. 
For a full distribution of answers, see Figure 1. The question on screening in study 1 is, ‘Do you 
prefer Pensioenfonds Detailhandel to invest more in companies that score high on environ- 
mental, social and governance factors and less in companies that score low?’ Answer options 
are ‘Yes,’ ‘No,’ and ‘I do not know.’ For a full distribution of responses, see Figure Al, panel A. 
The question on engagement and screening in study 2 is, “With which of the two parts of the 
sustainable investment strategy of Pensioenfonds Detailhandel do you agree?’ Answer options 
are (1) ‘More intensive dialogue with companies,’ (2) ‘Investing more in companies that score 
well on sustainability,’ (3) ‘Both, (4) ‘None,’ and (5) ‘I do not know.’ For a full distribution 
of responses, see Figure Al, panel B. The fraction that supports engagement is the sum of par- 
ticipants who agree only to more engagement and those who agree to both engagement and 
screening. The fraction that supports screening is the sum of participants who agree only to 
more screening and those who agree to both screening and engagement. Error bars represent 
95% confidence intervals. 

Source: Bauer et al. (2021). 
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strong belief that sustainable investments financially outperform conven- 
tional investments. Second, participants could have strong social prefer- 
ences in favor of sustainable investments in which case they may support 
sustainable investments even when these investments were financially costly. 
Third, subjects might not have taken their real choice seriously, or they 
could have simply been confused. We concluded that social preferences, 
rather than financial beliefs about sustainable investments or confusion, 
drove participants’ choice in favor of more engagement. Moreover, a val- 
idated measure of social preferences (Falk et al. 2018a; Falk et al. 2018b) 
was positively related to the choice for more sustainable investments. Even 
among participants who expected lower returns, 58 percent chose an exten- 
sion of the engagement program. Additionally, people who voted for a 
political party with a more sustainability-focused agenda were more likely 
to support the vote. Importantly, the choice for sustainable investments was 
not influenced by different defaults, confusion, or a lack of information. 

One week after we presented the findings of our study (November 2018), 
the pension fund’s board of trustees decided to start a voting and engage- 
ment program with a larger number of companies, by increasing the inten- 
sity of engagement interactions with these companies, and by voting more 
often at shareholder meetings to improve the sustainability of the compa- 
nies in which it invested. Supported by a majority of 74.4 percent of PD’s 
beneficiaries, the board began considering introducing portfolio screen- 
ing as part of the sustainable investment strategy, even though the board 
had not ex ante committed to the question on portfolio screening. Several 
months later, PD launched the SDG-aligned index on developed equities 
markets. 

In June 2020, a second field survey was conducted with n=3186 respon- 
dents (Study 2), seeking to investigate whether participants supported the 
actual implementation of sustainable investments by PD. Study 2 helped 
us understand whether the support for sustainable investments would last 
over time. It allowed us to test whether participants agreed with the actual 
implementation of the extended engagement program and also allowed us 
to separately address support for engagement and portfolio screening. 

Figure 8.2 displays the results of Study 2, and results show that nei- 
ther time, nor the actual implementation, nor the differentiation between 
engagement and portfolio screening, diminished the strong support for sus- 
tainable investments. A majority of participants (56.5 percent), albeit a bit 
smaller, still supported the intensified engagement program. The actual 
introduction of portfolio screening in the SDG-aligned index was supported 
by 77.1 percent. Participants still favored a further intensification of sus- 
tainable investments after finding out how PD implemented its previous 
commitment. Again, social preferences emerged as the key driver of the 
support. 
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Panel A of Figure 8.3 shows the distribution of participants’ financial 
beliefs within our sample in Study 2. It documents greater heterogeneity 
in the beliefs about the financial consequences of more sustainable invest- 
ments. Participants were slightly more positive about the financial effect 
of portfolio screening than about the influence of engagement for their 
retirement benefits. On average, return expectations were clearly not over- 
ly favorable toward sustainable investing. Panel B of Figure 8.3 shows that 
participants are generally in favor of engagement and portfolio screening, 
regardless of return expectations. There was a small group of individuals 
(under 10 percent) who expected engagement and screening would result 
in much lower pension benefits. The same held for individuals who were 
unsure about the effects of engagement on their retirement benefits. 

These findings are fully consistent with the results of Study 1 and pro- 
vide initial evidence supportive of the idea that sustainable investments 
are strong over time. The special circumstances during the time of the 
second study allowed us to go one step further. In June 2020, when the 
second study was run, the COVID-19 pandemic had caused a period of sig- 
nificant economic downturn that negatively affected Dutch pension funds’ 
balance sheets. This environment gave us the opportunity to investigate how 
beliefs about an economic crisis affected the support for more sustainable 
investments. 


COVID-19 


Panel A of Figure 8.4 shows that a substantial subset of participants expected 
the COVID-19 crisis would (slightly) lower their retirement benefits. Addi- 
tionally, one-third of respondents felt the pandemic would eventually have 
no effect on their pension benefits, and 16.3 percent did not know. This 
belief distribution shows that, in June 2020, participants saw the economic 
effect of the COVID-19 pandemic as more than just a minor, temporary 
economic recession. Nonetheless, as shown in Panel B, the support for 
sustainable investments remained strong during the global pandemic. 

Despite its strengths, this approach has two limitations. First, participants 
in Study 1 did not have a choice about whether sustainable investing should 
be introduced, but only had a choice on whether to increase the focus 
on sustainable investments. In essence, it was a conditional and restricted 
choice put forward by PD’s board. Before the vote, the fund already engaged 
in sustainable investments by prioritizing three SDGs. Studying a case in 
which sustainable investments are introduced from scratch would give us 
an even richer research environment. 

Second, the PD surveys had relatively low response rates of 6.7 percent 
and 6.3 percent, respectively. Response rates for similar surveys in the pen- 
sion industry are similarly low since people rarely interact with their pension 
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Figure 8.3 Financial beliefs about sustainable investing (study 2) 


Note: Panel A shows the distribution of financial beliefs. Return expectations for engagement are elicited 
by asking participants the following questions: ‘How do you think that the dialogue that Pensioenfonds 
Detailhandel enters into with companies to enhance their sustainability will influence your retirement ben- 
efit once you retire?’; return expectations for screening through the question ‘How do you think that the 
choice to invest more in companies that score well on sustainability and less in companies that score poor 
on sustainability will influence your retirement benefit once you retire?’ Answer options in both cases are 
(1) ‘lowers my retirement benefits a lot,’ (2) ‘lowers my retirement benefits a little,’ (3) ‘has no influence on 
my retirement benefits,’ (4) ‘increases my retirement benefits a little,’ (5) ‘increases my retirement benefits 
a lot,’ and (6) ‘I don’t know.’ Panel B presents the percentage of participants who agree to engagement or 
screening for each return expectation separately. The share of sustainable investing refers to the question, 
‘With which of the two parts of the sustainable investment strategy of Pensioenfonds Detailhandel do you 
agree?’ Answer options are (1) ‘More intensive dialogue with companies,’ (2) ‘Investing more in companies 
that score well on sustainability,’ (3) ‘Both,’ (4) ‘None,’ and (5) ‘I do not know.’ For a full distribution of 
responses, see Figure Al, panel B. The fraction that supports engagement is the sum of participants who 
agreed only to more engagement and those who agree to both engagement and screening. The fraction 
that supports screening is the sum of participants who agree only to more screening and those who agree 
to both screening and engagement. Error bars represent 95% confidence intervals. 

Source: Bauer et al. (2021). 
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Figure 8.4 Beliefs about the influence of COVID-19 on retirement benefits 
(study 2) 


Note: Figure 4, panel A, shows the distribution of financial beliefs about the impact of COVID-19 on 
retirement benefits. Beliefs about the impact of COVID-19 on retirement benefits are elicited by asking 
participants the following question: ‘How do you think that the corona crisis will influence your retirement 
benefits once you retire?’ Answer options are (1) ‘it will lower my retirement benefits a lot,’ (2) ‘it will lower 
my retirement benefits a little,’ (3) ‘it eventually has no influence on my retirement benefits,’ (4) ‘it will 
increase my retirement benefits a little,’ (5) ‘it will increase my retirement benefits a lot,’ and (6) ‘I don’t 
know.’ Figure 4, panel B, presents the percentage of participants agreeing with engagement or screening 
for each COVID-19 belief category separately. The share of sustainable investing refers to the question, 
‘With which of the two parts of the sustainable investment strategy of Pensioenfonds Detailhandel do you 
agree?’ Answer options are (1) ‘More intensive dialogue with companies,’ (2) ‘Investing more in companies 
that score well on sustainability,’ (3) ‘Both,’ (4) ‘None,’ and (5) ‘I do not know.’ For a full distribution of 
responses, see Figure Al, panel B. The fraction that supports engagement is the sum of participants who 
agree only to more engagement and those who agree to both engagement and screening. The fraction that 
supports screening is the sum of participants who agree only to more screening and those who agree to 
both screening and engagement. Error bars represent 95% confidence intervals. 

Source: Bauer et al. (2021). 


194 Pension Funds and Sustainable Investment 


funds (Debets et al. 2018). For this reason it is important to establish the 
representativeness of the respondents. Since the political preferences of 
our sample proved to be similar to the outcome of the last Dutch national 
election, we believe we have little bias in our sample. 


Conclusion 


We have explored whether beneficiaries of DB and DC pension plans have 
a voice in the fund’s sustainable investment agenda, and we hypothesized 
that the answer to this question depends on a fund’s legal and societal con- 
texts, benchmarking pressure, and fund-specific factors such as the fund’s 
size and the board’s composition. We have found great heterogeneity in the 
degree to which beneficiaries are engaged with or involved in their pension 
fund decision-making. In many cases, investment policy remains purely a 
board matter, and at best, most DC participants can select a sustainability 
fund in the fund menu. Generally, however, the features of this option are 
solely determined by asset managers and the asset owners that hire them. 
Beneficiaries do not have a vote. 

In some countries, mostly in Europe and the UK, pension fund boards 
are increasingly being pushed to emphasize engagement with participants 
on strategic matters, as well as on sustainable investments. Particularly in 
the Netherlands, a number of pension funds have started a dialogue with 
their participants, mainly using surveys. We also discussed a real-world 
example of a Dutch pension fund that gave its participants a vote in choos- 
ing the intensity and focus of the sustainable investment policy, while 
avoiding the pitfalls that come with hypothetical surveys on individuals’ 
preferences. 

We conclude that, irrespective of a fund’s legal environment and the 
board’s beliefs and preferences, it is valuable to understand how partici- 
pants think about the topic of sustainable investments. Trust in the financial 
sector, including the pension fund sector, plummeted after the Global 
Financial Crisis. A better understanding of the beliefs and preferences of 
the clients of financial services is an important tool to bring back confi- 
dence in the financial sector. Beyond this argument, earlier research shows 
that the clients of financial services who strongly identify with their service 
provider are more likely to be loyal customers (Bauer and Smeets 2015). 
Since collective pension systems experience much pressure, paying atten- 
tion to beneficiaries’ preferences and beliefs may help the funds provide 
more sustainable plans in the old-fashioned sense. 

Many young millennials across the globe are active in pressing decision 
makers on global challenges such as climate change, inequality, and human 
rights violations of many kinds. This cohort will demand a voice, and if it 
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does not feel heard, pension systems may lose the intergenerational com- 
mitment needed to provide adequate and sustainable retirement solutions 
for all of us. Ultimately, trustworthiness is a pension fund’s most valuable 
asset. 
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Notes 


1. More information can be found in Principles for Responsible Investment (PRI) 
(2021) and Climate Action 100+ (2021). 

2. We use these terms interchangeably, which may be up for debate. 

3. The term ‘nonfinancial’ may be a bit confusing as material sustainability infor- 
mation does provide insight into a company’s risks and opportunities beyond the 
regular financial information. It complements the information set for any invest- 
ment decision maker and at all levels of the investment process. It also shows 
that some nonfinancial information is not material for financial decisions, and 
some is. 

4. We welcome information on other examples of beneficiary involvement in 
the US. 

5. Several academic papers on sustainable investment behavior have been published 
(e.g., Riedl and Smeets 2017; Hartzmark and Sussman 2019) focusing mainly 
on retail clients in the mutual fund sector. To our knowledge, very few papers 
have focused on eliciting the preferences for pension fund investments from the 
beneficiaries. 
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Chapter 9 


Private Retirement Systems 
and Sustainability 


Insights from Australia, the UK, and the US 


Nathan Fabian, Mikael Homanen, Nikolaj Pedersen, 
and Morgan Slebos 


Aligning the financial system with the real economy is necessary for society 
to address urgent sustainability challenges, including the climate crisis and 
economic inequality. Connecting the financial system and the real economy 
requires the alignment of financial policy and regulation with sustainability 
objectives and frameworks, along with the consideration of market struc- 
ture. The aim of this study is to understand the policy frameworks and 
important structural variables—fund concentration, number and types of 
actors, and relative market power—specifically for private retirement sys- 
tems in Australia, the UK and the US.! Private retirement systems are among 
the largest pools of long-term capital globally, and the three selected coun- 
tries are those with the most total assets. By reviewing policy and structure, 
we sought to better understand the behavior of various actors, their key chal- 
lenges, retirement systems functioning, and the ability of the system to align 
with sustainability objectives (e.g., human rights or net-zero policy commit- 
ments). We therefore define retirement system sustainability as the ability of 
plan boards and managers to be responsible investors, active stewards, and 
allocators of capital to economic activities with desirable social and environ- 
mental outcomes. Systemic sustainability issues such as the climate crisis and 
economic inequality hold the potential for environmental and economic 
destruction, devastation of livelihoods, and political upheaval and conflict, 
with clear negative implications for global financial markets. Pension fund 
members face risk both of a financial nature and in relation to quality of 
life in retirement. In order to tackle these issues, we need to redirect cap- 
ital flows and ensure that assets are stewarded to align economic activities 
with science-based thresholds and commitments. Pension systems should 
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be designed to fulfill a central part of this sustainability realignment in the 
interests of their members. 

In recent years, there has been an upsurge in environmental, social, and 
governance (ESG), climate, and sustainable policies (PRI 2021) and relat- 
ed regulations (Eskander et al. 2021). These policies have not only grown 
in numbers, but they are also becoming increasingly detailed. For exam- 
ple, the European Union (EU) Sustainable Finance Disclosure Regulation 
(SFDR) has recently introduced requirements for financial service firms 
(at both entity and product level) to document, on a ‘comply or explain’ 
basis, how they consider sustainability risks in their investment decision- 
making and how their decisions influence sustainability factors. The SFDR 
(European Parliament and the Council of the European Union 2019) 
includes a reference to the EU Taxonomy Regulation, requiring financial 
institutions to document the extent to which they use the taxonomy to deter- 
mine the sustainability of their products and the degree to which they are 
aligned. The taxonomy sets performance thresholds for specific economic 
activities to determine the extent to which they make a substantial contri- 
bution to environmental objectives within the EU while avoiding significant 
harm to other environmental objectives (PRI 2020a). Other major capital 
markets such as Canada, China, and the UK have already developed, or 
are in the process of developing, similar taxonomies. Such policy frame- 
works designed to deliver both sustainability objectives—such as net-zero 
emissions—and market stability by aiming to redirect capital to sustainable 
economic activities and promote active stewardship of asset owners (e.g., 
pension funds), although it is not clear whether and when retirement system 
designs serve as obstacles or accelerators of these policies. 

Policy frameworks vary across the three jurisdictions examined. The 
design of conventional retirement and pension policy has implications for 
the sustainability of private retirement systems. Whether it is policymakers 
encouraging fund consolidation, tightening of solvency requirements, auto- 
matic enrollment legislation, or measures to protect consumers and savers 
from excessive costs, policy instruments influence asset pools, as well as gov- 
ernance and investment activities regarding sustainability. Currently, the 
US retirement system is generally subject to a more market-led approach, 
whereas Australian and UK policymakers have played a more active role. 
UK policymakers have been particularly proactive, recently introducing new 
requirements for consideration of ESG factors by retirement plans, includ- 
ing stewardship. Australian policymakers have been the most forceful in 
driving fund consolidation in the private retirement system. However, they 
have not put sustainability at the core of policymaking. 

Our research gathers quantitative and qualitative data from various 
national pension and retirement authorities, consultants, think tanks, and 
investment industry organizations; reviews related literature, policy, and 
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regulatory documents; and includes interviews with experts and practition- 
ers across the three countries. We identify three key issues: (1) market 
fragmentation, which tends to undermine responsible investment support 
and activities among retirement plans; (2) the increasing importance of 
fund managers and investment consultants, along with their limited respon- 
sible investment incentives; and (3) the growth in personal pensions systems 
which have tended to lack emphasis on sustainability. 

Our research shows, first, that public sector retirement plans general- 
ly benefit more from economies of scale. Larger plans with greater assets 
under management generally tend to have more market power (1.e., ability 
to influence services and products in the market), stronger governance, 
and, in some cases, internal investment expertise. As the degree of cross- 
sectional ownership of the economy—through diversified, global and long- 
term portfolios—is higher, large-asset owners have an increased interest 
in reducing market risk and externalities presented by sustainability chal- 
lenges to improve financial performance overall. In its most developed 
form, this is commonly referred to as universal ownership. From a system 
perspective, if we use PRI membership” as a proxy, our findings suggest that 
when the number of asset owners with scale in the system is low, the system- 
wide consideration of sustainability challenges is also low. At the same time, 
we find that other segments of the retirement system with very high frag- 
mentation in terms of assets, often showcase potential shortcomings such 
as weak governance, insufficient investment expertise and resources, invest- 
ment chain complexity, and principal—agent issues. Overall, fragmented 
systems face the greatest challenges in developing sustainable investment 
practices. 

Second, we show that the weight of capital and influence of actors in 
private retirement systems has shifted away from institutional asset owners 
undertaking investment strategy, asset allocation, and manager selection 
on behalf of beneficiaries, toward financial service providers, who have 
assigned responsibility to individuals to determine their own investment 
strategies. As a consequence, we find that most retirement plans rely heay- 
ily on the fund management and investment consulting industries in the 
formulation and execution of their investment strategies. Both industries 
are dominated by a relatively small number of firms with significant asset 
concentration. Accordingly, while their market power and resources could, 
in theory, imply that that they would be best situated to drive responsible 
investment and stewardship, in practice their lack of incentives results in 
limited execution. 

Last, we examine personal pension savings, which currently total US$12 
trillion, the fastest-growing segments of the three countries examined. Here 
we find that individual savers are faced with complex choices that they 
are generally ill-equipped to make, and therefore they must often rely on 
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independent financial advisors where cost, a more comprehensible metric 
than value or quality, is often the focus. For this reason, sustainability is often 
not considered, despite increasing interest. We also find the data in person- 
al pension markets to be insufficient to draw a complete picture in terms of 
market share and product uptake. While the general lack of transparency 
limits the insights we generate on firms and products, we conclude that the 
structural challenges and lack of market focus hinder sustainability in this 
large and growing market. 

The remainder of the chapter is structured as follows. We first discuss 
our methodology and data collection process. Next, we report main find- 
ings, focusing on market fragmentation, the role of service providers, and 
principal—agent conflicts in personal pensions. A final section concludes. 


Prior Related Literature 


Our research is broadly related to the emerging literature on sustain- 
able finance. To date, prior work has documented a range of institutional 
investor specific responsible investment (RI) developments, including ESG 
investment allocation (Gibson et al. 2020; Gibson et al. 2021), proxy vot- 
ing (Bolton et al. 2020; He et al. 2020), and engagement (Dimson et al. 
2015; Dimson et al. 2020; Hoepner et al. 2021). In addition, there is a grow- 
ing understanding that client interest in these issues is also on the upswing 
(Hartzmark and Sussman 2019; Riedl and Smeets 2017; Bauer et al. 2021). 
Nevertheless, we have identified very few studies that concentrate on pen- 
sion system structures specifically and the institutional investors therein. 
While there are useful broader analyses (OECD 2017, 2020), we have not 
found related literature examining how jurisdictional characteristics influ- 
ence the ESG integration practices of these institutional actors, or whether 
client interests are served differentially across these jurisdictions. This is 
most likely due to data limitations, as few datasets exist that enable analysis 
of client demand and jurisdictional characteristics by design. We there- 
fore complement the literature by adopting a mixed-methods approach to 
examining these gaps and opportunities for research. 


Methodology and Data 


The first phase of this research focused on obtaining and analyzing data 
on retirement plans, assets and members from various national pension 
and retirement authorities, pension and investment consultants, think 
tanks, pension trade press as well as investment industry organizations. 
Sources reviewed included the Australian Prudential Regulation Authority, 
the Productivity Commission, the Royal Commission, the Responsible 
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Investment Association Australasia, QMV and the Financial Services Council 
in Australia; The Pension Regulator, the Financial Conduct Authority, the 
Department of Work and Pensions, ShareAction and the Pension Pro- 
tection Fund in the UK; Influence Map, the Employee Benefit Research 
Institute, the Employee Benefits Security Administration, the Investment 
Company Institute, the Milliman Corporate Pension Funding Study and 
Callan in the US; and global sources such as Willis Towers Watson’s Global 
Pension Assets study and the 500 Largest Asset Managers study, the Mel- 
bourne Mercer Global Pension Index, and the PRI signatory database (see 
Appendix Table Al for additional details on these sources). 

We furthermore reviewed academic literature and policy and regulatory 
documents and conducted interviews with a range of experts and practition- 
ers. To validate the research, we also sought input from selected pension 
experts and academics on each of the markets examined. These included 
leading thinkers with decades of experience in pension policy and practice 
from governments, academia, think tanks, and industry, across the three 
countries examined. Our findings reflect the feedback received and verify 
many of our generated insights. 


Main Findings 


It is important to recognize the idiosyncratic characteristics of the retire- 
ment systems examined. Each system is a construction of different policies 
and various features—defined contributions (DC) and/or defined benefit 
(DB), single employer and/or multi-employer or industry, public and/or 
private sector, for-profit and/or not-for-profit—and while many of the build- 
ing blocks are the same, the unique combination of these policies and 
features makes quantitative comparison challenging. We are aware of these 
analytical constraints and therefore complement the quantitative methods 
with qualitative assessment and comparative commentary. 


Market fragmentation 


In this sub-section, we examine the role of market fragmentation for private 
retirement system sustainability. We collected and analyzed 2019 data from 
national retirement and pension agencies, regulators, and industry associa- 
tions, and we found that there is significant variation in asset fragmentation 
levels, both across countries as well as within pension systems. In Table 9.1, 
we show that the scale in terms of assets (indicated through average plan 
size) of public and industry retirement plans such as not-for-profit superan- 
nuation funds in Australia (average size of US$12 billion), local government 
pension schemes (LGPS) in the UK (US$22.5 billion), and public DB plans 
in the US (US$35 billion) exhibit significantly more scale in terms of assets 


TABLE g.1 Asset concentration, growth trends, and PRI coverage within workplace retirement and personal pension systems 


Assets US$bn #plans Average plan size ($bn) 5-year CAGR PRI signatory base 


US independent retirement accounts 11,025 N/A N/A 8.6% n/a 
US public employees DB 6,730 190 35.42 5.3% 27% 
US 401(k) 6,200 56,000 0.01 7.1% <1% 
US private sector workplace DB 3,380 46,500 0.07 2.4% 0% 

UK private sector workplace DB 2,125 5,500 0.39 7.7% 18%" 
Australia not-for-profit super funds 895 74 12.09 11.7% 75% 
UK personal pensions 620 N/A N/A N/A n/a 
Australia self-managed super funds 515 N/A N/A 5.1% n/a 
UK local government pension schemes 450 20 22.50 9.8% 66% 
Australia retail super funds 430 112 3.84 3.1% 45% 
UK workplace DC contract 240 19 19.58 N/A N/A 
UK workplace DC trust 95 2,000 0.05 17.9%" 18%" 


* UK data does not allow the separation of DB and DC trust-based workplace assets. 

**]2 private pension providers cover more than 2,000 company schemes. 

*** Excludes micro schemes. 

Note: Personal pensions—such as independent retirement accounts and self-managed super funds—exhibit relatively high 5-year compound annu- 
al growth rates and are highly fragmented. The public sector retirement assets are significantly more concentrated across the three coun- 
tries than private sector retirement assets, with the exception of the UK workplace DC contract segment (this is due to a distinct feature of 
asset pooling of company schemes). Fragmented segments of retirement systems—that is, exhibiting lower average plan size in asset terms— 
are less engaged on responsible investment than segments with a concentration of assets using PRI membership as an indicator. Member- 
ship of the PRI entails a commitment to implement six principles, including ESG incorporation, active ownership, and the annual public 
disclosure of information to document progress; this also includes a requirement to meet certain minimum requirements related to gov- 
ernance and implementation. There are no institutional entities in the personal pension system eligible for PRI asset owner membership. 
Sources: APRA, UK LGPS, TPR, FCA, EBSA, Investment Company Institute. All data (rounded) are from 2019. 
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than other segments such as US 401(k) plans (US$0.01 billion), private sec- 
tor DB plans in the US (US$.07 billion) and in the UK (US$0.39 billion), 
and workplace DC trust schemes in the UK (US$0.05 billion). Unsurpris- 
ingly, the private sector segments (both DB and DC), which are often 
single-employer plans, are quite fragmented parts of the systems in asset 
terms, meaning that these segments include a very high number of plans 
(e.g., there are 560,000 401(k) plans in the US), many of which are small. 
By using PRI membership as a proxy for support of responsible investment, 
we find that the most fragmented segments of each national retirement sys- 
tem have the lowest PRI coverage in asset terms: 401(k) plans (<1 percent) 
and private sector DB plans (0 percent) in the US, and private sector DB and 
DC plans in the UK (18 percent). This suggests that fragmented segments 
have very low levels of support for responsible investment. 

Over time, the weight of capital and influence of actors in private retire- 
ment systems has shifted away from institutional asset owners that undertake 
investment strategy, asset allocation, and manager selection, on behalf of 
beneficiaries. Increasingly, influence has shifted toward financial service 
providers, who have assigned responsibility to individuals to determine their 
own investment strategies. In the US, this is indicated by total asset size and 
five-year compound annual growth rate (CAGR) figures for Independent 
Retirement Accounts (IRAs) (total assets equal US$11 trillion and five-year 
CAGR is 8.6 percent), and 401(k) plans (US$6.2 trillion and 7.1 percent). 
The story in Australia is somewhat different, with not-for-profit superannu- 
ation funds being the dominating type of pension provision with US$895 
billion in total assets and five-year CAGR at 11.7 percent. Nonetheless, self 
managed superannuation funds, the personal pension vehicle in Australia, 
amount to more than 25 percent of total retirement system assets. In the 
UK, the picture is less clear, with LGPS only accounting for US$450 bil- 
lion in total assets but a high five-year CAGR of 9.8 percent, private sector 
workplace DB plans are the largest segment accounting for more than US$2 
trillion and five-year CAGR of 7.7 percent. Data are not available to calcu- 
late five-year CAGR for either workplace DC contract schemes or personal 
pensions. 

In essence, we find significant asset fragmentation within the three retire- 
ment systems. This is most noticeable in private sector segments, as indicat- 
ed by the average plan sizes above. Generally speaking, small plans tend 
to be less engaged with sustainable investment as indicated by PRI mem- 
bership figures. In Table 9.2, we see the results at the national retirement 
system level. The UK and US systems, both of which include large, fragment- 
ed private sector, single-employer segments, have considerably lower PRI 
membership ratios than Australia. Additionally, if we include the personal 
pension assets in the equation, where IRAs in the US make up the largest 
share (36.7 percent of total US retirement assets), the contrast is even more 


TABLE 9.2 Country-by-country overview of private retirement assets, PRI coverage and DB/DC shares 


Total private Workplace Personal pen- Approximate Approximate DB as % of DC as % of 
retire- retire- sion assets total PRI workplace total workplace total workplace 
ment assets ment assets (US$bn) signatory PRI signatory assets assets 
(US$bn) (US$bn) coverage coverage 

Australia 1,945 1,430 515 47.1% 64% 14% 86% 

UK 3,650 3,030 620 19.5% 23.5% 70% 30% 

US 27,570 17,860 9,720 8.1% 12.5% 53% 47% 


Exchange rates used: US$1= A$1.45, US$1= £0.76 

Note: The US private retirement system with a total of more than US$27trn in assets dwarfs those of Australia (US$1.95trn) and the UK (US$3.65trn). The 
PRI’s signatory base covers nearly 50 percent of the assets in the Australian retirement system and over 60 percent of workplace retirement savings. In the 
UK, the figures are 19.5 percent and 23.5 percent respectively. In the US, PRI signatories hold only 8 percent of system assets and 13 percent of workplace 
retirement assets. Just over half of the total workplace assets across these three countries are held in DB plans. The general trend from DB to DC is all 
but complete in Australia, with only a handful of superannuation funds offering purely DB plans and is gathering pace in the UK and the US, where 
public sector workplace retirement provision remains primarily DB. The private retirement systems include retirement plans and pension schemes that 
are not part of the social security or other statutory pension program administered by the government. This can either be: (1) workplace plans which are 
linked to an employment or professional relationship between the plan member and the plan sponsor and are established by employers or groups thereof 
(e.g., industry associations) and labor or professional associations, jointly or separately; or (2) personal pensions which are established and administered 
directly by a pension fund or other financial institution without intervention by employers and where individuals independently purchase and select 
material aspects of the arrangements while employers may make contributions. 

Sources: APRA, TPR, FCA, ICI, PRI signatory database. All data (rounded) are from 2019. 
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stark. This complements a previous finding that larger plans are generally 
more engaged with sustainable investment (PRI 2019). 

As Table 9.2 shows, DB remains a large share of private retirement pools, 
accounting for US$17.4 trillion in assets across the three nations examined 
here. In the UK and US, many private sector DB plans are already closed to 
new members (88 percent and 25 percent in the UK and US, respectively), 
and more plans are now closed to new accruals (41 percent and 12 percent 
respectively) (PRI 2020b). With the notable exception of a small number 
of UK private sector workplace DB plans, there has been limited leadership 
on sustainability in the DB segment as indicated by the PRI membership 
ratios. We also find that with sponsors and trustees focused on liabilities 
and de-risking, sustainability has become even less of a priority. Therefore, 
in the absence of regulatory intervention or determined action by trustees 
and sponsors, private workplace DB plans are unlikely to be major providers 
of new sustainable capital going forward. 

The governance set-up of private sector workplace DB plans also reveals 
some challenges. Sponsors in the UK and US routinely establish govern- 
ing bodies that take on responsibility for managing and administering the 
plans. In the UK, the governing body is comprised of independent trustees 
required to act impartially and in members’ best interests. In the US, the 
equivalent is a plan fiduciary, who is typically a corporate officer. The 
trustee/fiduciary is the ultimate steward of the assets and of beneficiaries’ 
interests. The sponsor remains ultimately responsible for making up any 
shortfall in the plan’s funding, so it has a continuing interest in the invest- 
ment strategy. In the UK, trustees have the final say on investments, but in 
the US, given the dual role of fiduciaries and potential absence of impartial- 
ity, the lines are less clear. Figures 9.1 and 9.2 below illustrate the differences 
between the two models and reveal a complex structure of advisors (actuar- 
ies and consultants), administrators, and asset managers in both countries. 
Overall, the structure and governance set-up leave private sector DB plans 
with limited influence on the complex intermediation chain, that is, as 
Figures 9.1 and 9.2 illustrate, the investment chain has multiple entities 
involved in both investment strategy and execution. 

The picture is similar for US 401(k) plans where there is also a relatively 
long chain of intermediaries—as shown in Figure 9.3—between the ulti- 
mate owner of the invested assets of a 401(k) plan—the employee—and 
the actual investment decision. Plan sponsors are ultimately responsible for 
the design and operation of the plan. They usually use third-party trustees 
and recordkeepers for day-to-day operations, relying on external advisors 
in choosing the provider and determining the investment line-up. As plan 
participants are increasingly enrolled into a default option, termed in the 
US a Qualified Default Investment Alternative (QDIA), the selection of the 
default asset manager—and, where the QDIA is a Target Date Fund or a 
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Figure 9.1 US private DB plan governance and investment decision-making chain 


Note: Sponsors of private DB plans in the US routinely establish governing bodies that take 
on responsibility for managing and administering the plans. The governing body is comprised 
of plan fiduciaries who typically are corporate officers. The fiduciaries are the ultimate stew- 
ards of the assets and of beneficiaries’ interests. The sponsor remains ultimately responsible 
for making up any shortfall in the plan’s funding, so it has a continuing interest in the invest- 
ment strategy. This dual role of fiduciaries and potential absence of impartiality influences 
the governance model. The figure also reveals a complex structure of advisors (actuaries and 
consultants), administrators, and asset managers. The investment chain has multiple entities 
involved in both investment strategy and execution, and the structure and governance set-up 
leaves US private sector DB plans with limited influence on the complex intermediation chain. 
Source: PRI (2020b). 


balanced fund, that manager’s selection of underlying instruments—will be 
the primary determinant of how DC assets are invested.* As our interviews 
indicated, this complex intermediation chain increases the risk of beneficia- 
ry or plan preferences on sustainability not being expressed in investment 
decisions or proxy voting behavior. It is also important to note that the cur- 
rent language of the US Labor Department’s Employee Benefits Security 
Administration’s (EBSA) 2018 Field Assistance Bulletin leaves fiduciaries 
reluctant to deviate from peers to avoid litigation risk. Overall, regulatory 
signals, structural barriers, and governance challenges leave 401(k) plans 
with limited scope to address sustainability issues. 


Private Retirement Systems and Sustainability 209 


Actuarial 
consultant 


$ 


Monitor investment 


strategy 


> Trustee 


Employer 
(sponsor) 


i Actuarial 
advice on 
funding consultant | 
Advice on funding 


strategy an 
strategy, monitor — 
ae Administrator 
investment 
Benefit 
>| statements, 
Investment pre-retirement 
consultant Investment Proxy communications 
Investment > committee 4 voting 
advice advisor 
ooo Employee 
benefits 
consultant 
v 
Custodian |4 Asset la Fiduciary 
managers manager 
Investment 4 
Underlyi advice, i 
a a l¢— investment ieee Emp a 
eer implementation (members) 
engagement 


Figure 9.2 UK private DB plan governance and investment decision-making chain 
Note: Sponsors of private DB retirement plans in the UK routinely establish governing 
bodies that take on responsibility for managing and administering the plans. The govern- 
ing body is comprised of independent trustees required to act impartially and in mem- 
bers’ best interests. Trustees are the ultimate stewards of the assets and of beneficiaries’ 
interests. The sponsor remains ultimately responsible for making up any shortfall in the 
plan’s funding, so it has a continuing interest in the investment strategy. Trustees have 
the final say on investments. The investment chain has multiple entities involved in both 
investment strategy and execution, and the structure and governance set-up leave private 
sector DB plans in the UK with limited influence on the complex intermediation chain. 
Source: PRI (2020b). 


The role of service providers 


To examine the role of service providers in private retirement system sus- 
tainability, we review data from P&I, The Largest Money Managers (US, 
May 2019), IPE (UK, August 2019), Australian Managed Funds Industry, 
FSC/Morningstar (July 2016), PRI signatory database (April 2020), and 
Willis Towers Watson, The World’s Largest 500 Asset Managers (2019); see 
Appendix Table Al. We find that there is considerable asset concentration 
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Figure 9.3 US DC plan governance and investment decision-making chain 


Note: The value chain of US 401(k) plans also includes a long chain of intermediaries 
between the ultimate owner of the invested assets of a 401(k) plan—the employee—and 
the actual investment decision. Plan sponsors are ultimately responsible for the design 
and operation of the plan. They usually use third-party trustees and recordkeepers for 
day-to-day operations, relying on external advisors in choosing the provider and determin- 
ing the investment line-up. As plan participants are increasingly enrolled into a default 
option, termed in the US a QDIA, the selection of the default asset manager—and, 
where the QDIA is a Target Date Fund or a balanced fund, that manager’s selection of 
underlying instruments—will be the primary determinant of how DC assets are invested. 
The complex intermediation chain increases the risk of beneficiary or plan preferences 
on sustainability not being expressed in investment decisions or proxy voting behaviour. 
Source: PRI (2020b). 


among the largest asset managers in all three countries. Thus, Table 9.3 
shows that the top 10 asset managers in Australia hold 50 percent of exter- 
nally managed retirement assets. In the US, the top 10 asset managers for 
DB funds account for more than 20 percent of externally managed assets 
and more than 50 percent for DC assets. Lastly, in the UK, the top three asset 
managers hold more than 70 percent of externally managed retirement 
assets. This is important, since fragmented retirement systems leave more 
authority in the hands of service providers, including investment managers 
and consultants. 

In situations where retirement plans use external managers to run segre- 
gated mandates on their behalf, plan sponsors can retain a high degree 
of control over both the shape of the portfolio and the opportunities 
for engagement associated with these investments. However, retirement 
plans that invest through pooled funds are usually unable to exercise 
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TABLE 9.3 Asset concentration of outsourced private retirement assets by top asset 
management firms per country 


Market concentration Largest asset managers 
of externally managed 
retirement assets 


Australia Top 10 asset 
managers >50% 
of assets 


UK Top 3 asset man- 
agers >70% of 
assets 


US Top 10 asset 
managers for DB 
have >20% of 
assets 


Top 10 asset 
managers for DC 
have >50% of 
assets 


State Street Global Advisors 

AMP Group 
Commonwealth/Colonial Group 
Vanguard 

IFM Investors 

Macquarie Bank Group 

BlackRock 

Schroder Investment Management 
UBS Asset Management 

BT Investment Management 


Legal and General Investment 


Management 

Insight 

Blackrock 

DB PIMCO 
NISA Investment” 
BNY Mellon“ 
Goldman Sachs Group 
Legg Mason“ 

Both BlackRock 


State Street Global Advisors 
Prudential Financial 

JP Morgan AM 

Northern Trust 


DC Vanguard 
Fidelity Investment 
Nuveen 
T Rowe Price 
Capital Group 


* Not PRI signatories 


Note: The asset management industry’s assets under management have continued to rise steadi- 
ly over the past ten years, with US firms leading the pack. US asset managers also have the largest 
market share across the three private retirement systems examined. In Australia, the ten largest 
asset managers hold more than 50 percent of outsourced retirement assets. The UK retirement 
asset management market is extremely concentrated, with the top three providers managing 
over 70 percent of total outsourced assets under management. In the US, the top 10 asset man- 
agers for DB plans are responsible for over 20 percent of outsourced DB assets and the top 10 
managers for DC plans for nearly 50 percent of outsourced DC assets. 

Sources: P&I The Largest Money Managers (2019), IPE (2019), Australian Managed Funds 
industry, FSC/Morningstar (2016), PRI signatory database (2020). 
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their ownership rights, and many of the bigger asset managers have poor 
track records on proxy voting and other aspects of stewardship. Recent 
research has found that the three biggest passive asset managers globally 
have stewardship budgets that are only 0.2 percent of the estimated fees 
they earn from managing equity assets, and that there is no real incen- 
tive for them to dedicate more resources to stewardship activities (Bebchuk 
and Hirst 2019). In addition to limited stewardship activities, there is also 
evidence on poor voting records on sustainability issues, and significant 
variation between the largest asset managers (InfluenceMap 2019; Share- 
Action 2019). In a private retirement system where the majority of savers 
increasingly invest through passive funds, this is becoming a major con- 
cern. Notably, Australian superannuation funds—which have more actively 
managed investments—are insourcing a growing proportion of their asset 
management, while at the same time, they are increasingly adopting sus- 
tainable investment activities and undertaking stewardship of their assets. 
A few larger plans in the UK and US—mainly public plans—with internal 
investment teams and sufficient resources, are also adopting this model. 
While this potentially addresses the sustainability shortcomings of service 
providers for sizable public plans, such an option may not be available to 
smaller retirement plans lacking internal investment expertise. 

Australia, the UK, and the US represent more than half of the total pri- 
vate retirement assets globally. Given that all three markets rely heavily on 
the fund management industry, the practices of the largest firms are vital 
determinants of the sustainability practices of private retirement systems. 
The investment consultant market is similarly dominated by a small num- 
ber of firms. For instance, in the US, the top ten consulting firms account 
for 80 percent of institutional, tax-exempt assets under advice (US$24 tril- 
lion) and the top 20 for over 90 percent. In the UK, two firms (Mercer 
and Aon/WTW)° have an estimated combined market share of 40 percent. 
In Australia, four consulting firms dominate the industry. In essence, a 
few international firms hold significant market shares and therefore they 
can exert influence on the extent to which retirement plans consider 
sustainability issues. 

Moreover, investment consultants are instrumental in determining the 
degree of sustainability embedded in the investment strategies of the retire- 
ment plans they advise (PRI 2017a). They provide a range of advisory ser- 
vices ranging from funding, to asset allocation, manager selection, platform 
recommendations, fund options, and reporting processes. They frequent- 
ly train sponsors and trustees on approaches to investment and emerging 
investment trends, and they are generally a recognized source of authori- 
ty and knowledge. The influence of consultants is especially marked in the 
OCIO and fiduciary management markets, which are relatively small but 
are the fastest-growing areas for consulting services. Therefore, investment 
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consultants are already key actors in facilitating the sustainability of pri- 
vate retirement systems, and their continued expansion in services will only 
further emphasize their importance. 

We also note that the UK Competition and Market Authority found that, 
although retirement plans accounted for 90 percent of consultants’ rev- 
enues, most trustees did not engage with them. In addition, consultants 
usually do not include new investment strategies in their watch lists until 
these have built a three-year track record, and we have learned that there 
are still relatively few sustainable investment funds that meet this thresh- 
old. This has been a particular barrier for the adoption of new Target Date 
Funds (TDFs) focusing on sustainability by US 401(k) plans. The invest- 
ment consulting sector—despite pockets of excellence—has also generally 
failed to incorporate ESG considerations into standard advice templates 
(PRI 2017b). The market power, resources and influence of asset man- 
agers, investment consultants, and other service providers imply that they 
are often better placed than retirement plan sponsors to drive responsible 
investment and stewardship, yet to date there are few incentives to do so. 
Overall, their lack of incentives in practice—which are driven mainly by 
offering low-cost products and services in competitive markets—lead to lim- 
ited execution. We find that legal and regulatory frameworks focused on 
reducing costs—for example, the UK charge cap and class action suits in 
the US—are important measures to protect savers from high costs and fees 
in fragmented retirement systems. Nevertheless, they are also very likely to 
contribute to the lack of incentives on sustainability. We find this to be a key 
structural challenge, which may undermine long-term system sustainability. 


Principal-agent conflicts in personal pensions 


Next, we examine the role of principal-agent conflicts in personal pensions 
and how it contributes to private retirement system sustainability. To this 
end, we again examine the 2019 data from national retirement and pension 
agencies, regulators, and industry associations cited previously. Neverthe- 
less, there are limited data available on service providers, market shares, and 
investment products, which makes it difficult to judge some aspects of the 
market. Personal pensions constitute a large and growing share of private 
retirement systems in all three countries. In Table 9.1, we showed that Inde- 
pendent Retirement Accounts (IRAs) in the US account for 36.7 percent 
of total US retirement system assets. In Australia, selfmanaged superannua- 
tion funds account for 25.5 percent, and personal pension assets in the UK 
account for 17 percent. 

We conclude that individual savers in personal pensions tend not to 
have the same level of access to portfolio data as do institutional clients. 
Furthermore, many lack the time and resources to digest and analyze vast 
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amounts of information, and large numbers will be insufficiently educat- 
ed to make complex financial decisions. As a result, many rely on their 
independent financial advisers (IFAs), which is a fragmented market con- 
sisting of thousands of firms. In addition, current regulatory regimes raise 
concerns over levels of consumer protection. For example, most IFAs in 
the US are not fiduciaries and operate under a lesser ‘suitability’ stan- 
dard. Personal pension savers are product-takers—to an even higher extent 
than 401(k) plans—with little leverage relative to service providers from 
the concentrated fund management industry. Consequently, participants 
are disengaged from the process of choosing their product, provider, and 
investments. Cost, which is often a more comprehensible metric than value 
or quality, is often the focus guiding peoples’ decisions. For this reason, sus- 
tainability is often not considered an asset feature, so providers have limited 
commercial incentives to introduce and promote new sustainable products 
and services. As a result, more than US$12 trillion of personal pension sav- 
ings are being managed across three countries with minimal stewardship 
and consideration of sustainability issues. 


Conclusions and Implications 


The aim of this study was to understand the policy frameworks and impor- 
tant structural variables—fund concentration, number and types of actors, 
and relative market power—within the private retirement systems in Aus- 
tralia, the UK, and the US. By reviewing policy and structure, we sought 
to better understand the behavior of various actors, their key challenges, 
how retirement systems function, and their ability to align with sustainability 
objectives. We also identified key challenges for specific national retirement 
systems and analyzed comparative aspects in relation to policy and regula- 
tion, structure, governance, and the role of service providers. This, in turn, 
afforded us with new insights into how, or whether, specific system designs 
facilitate sustainable investments. 

We identified three key issues: (1) the issue of market fragmentation, 
which tends to undermine the responsible investment support and activities 
among retirement plans; (2) the increasing importance of fund managers 
and investment consultants, along with their limited sustainable investment 
incentives; and (3) the growth and lack of a sustainability emphasis in 
personal pension systems. 

While regulators in many parts of the world seek more sophisticated 
policies to align the financial system and economies with sustainability 
objectives, we conclude that one should not overlook the need to devote 
equal attention to retirement system structure, in ways to align these with 
sustainability policies. Furthermore, policymakers should consider fund 
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consolidation in private sector retirement systems. The presence of well- 
governed, influential retirement plans with cross-sectoral ownership of the 
economy and a universal ownership outlook, and their relative weight 
in the financial system, is key to counter collective action problems and 
drive how systemic sustainability issues are addressed by other actors. Fund 
consolidation may be achieved, for example, by raising the profession- 
al standards of trustees and fiduciaries or through the introduction of 
new ESG-related obligations on pension funds (such as the Taskforce for 
Climate-related Financial Disclosure by UK pension funds). Given the right 
regulatory options, as we’ve seen with UK master trusts and the Australian 
superannuation structure, this forces smaller pension funds (often single 
employer), which do not comply with new standards, to consider letting 
assets be absorbed under available multi-employer alternatives. Fortunately, 
the emergence of environmental taxonomies will provide us with informa- 
tion about the extent to which various retirement plans perform relative to 
national goals. This has the potential to further our understanding on the 
relationship between structure, governance and sustainability performance 
and thereby better refine our policy recommendations in the future. 

We also find room for concern, in that smaller retirement plans are 
less likely to consider responsible investment practices, while commercial 
service providers lack incentives to deviate from the ‘norm.’ Policymakers 
should therefore consider whether service-provider incentives should be 
aligned with sustainability incentives. Our findings also emphasize that it 
remains an open question as to whether beneficiary sustainability interests 
are truly being met and serviced. We therefore suggest that policymakers 
could do much to boost transparency in these markets, helping gener- 
ate betterinformed policies and provide beneficiaries with information 
relevant to their savings choices. 

There remains much more to do to improve our understanding by ana- 
lyzing how ESG is being integrated and adopted across the board. In the 
future, it would be useful to study the proxy voting behavior of various 
actors including retirement plans (public and private), providers of person- 
al pension products, and third-party managers. In a similar spirit, analyzing 
‘sustainable’ capital flows at the aggregate level would also be useful. Fur- 
thermore, we identified other future research opportunities in personal 
pension markets, including investigating asset concentration, market shares 
by various actors, and sustainable product uptake. Lastly, our study concen- 
trated on identifying structural characteristics of three main jurisdictions. 
We suggest that additional major retirement systems in terms of assets be 
analyzed, including Canada, Denmark, Japan, the Netherlands, and Swe- 
den, as they are likely to face different structural challenges. By analyzing 
these, we will better understand the common, comparable, and unique 
pension system challenges globally. 
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Appendix 


TABLE A1 Sources for country-by-country retirement system analysis 


Sources 


Australia 


Australian Prudential 
Regulation Authority 
Productivity Commission 
Royal Commission into 
Misconduct in the Bank- 
ing, Superannuation, 
and Financial Services 
Industry 

Responsible Investment 
Association Australasia 
Financial Services 
Council 

Financial Services 
Council/Morningstar 


UK 


The Pension Regulator 


e Financial Conduct 


Authority 
Department of Work and 
Pensions 


e ShareAction/UNISON 


ShareAction 
Competition and Market 
Authority 


e Willis Towers Watson 


The Investment 
Association 
Pension Protection Fund 


e IPE 


Local Government 
Pension Schemes 


APRA—Annual Superannuation Bulletin (2019) 
APRA—Annual Fund-Level Superannuation Statistics 
(2019) 

APRA—Quarterly Superannuation Performance Statistics 
(September 2019) 

APRA: 
PC—Superannuation: Assessing Efficiency and Competitive- 


Climate change: Awareness to action (2019) 


ness, Inquiry Report, No. 91 (2018) 
RC 
aspects of the Australian Superannuation System (2018) 
RIAA—Responsible Investment Benchmark Report (2019) 
RIAA—Responsible Investment Super Study (2019) 
FSC—State of the industry report (2019) 
FSC/Morningstar—Australian Managed Funds Industry 
(2016) 


Background Paper 25: Legal framework governing 


TPR—DC trust: scheme return data 2019 (2020) 
TPR—Automatic enrollment—Commentary and analysis: 
April 2018 to March 2019 (2019) 

FCA—Consultation on proposed amendment 

of COBS 21.3 permitted links rules (2018) 
FCA—Independent Governance Committees: extension of 
remit. FCA Policy Statement PS19/30 (2019) 


FCA—Effective competition in non-workplace pensions 
(2019) 
FCA—Patient Capital and Authorised Funds, Discussion 


Paper DP18/10 (2018) 

DWP—Investment Innovation and Future Consolidation: 

A Consultation on the Consideration of Illiquid Assets 

and the Development of Scale in Occupational Defined 
Contribution schemes (2019) 

DWP—The Occupational Pension Schemes (Investment 
and Disclosure) (Amendment) Regulations (2019) 
ShareAction/UNISON—Responsible Investment in LGPS— 
Research and review of the 

pension fund’s investment strategy statements (England and 
Wales) (2019) 

ShareAction—Is regulation enough? A review of UK master 
trusts’ ESG policies (2019) 

ShareAction—Voting Matters (2019) 
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US 


Employee Benefit 
Research Institute 
Employee Benefits 
Security Administration 
Investment Company 
Institute 

The 
BrightScope/Investment 
Company Institute 
Milliman 

Callan 

Influence Map 
Pensions & Investments 


Global 


Willis Towers Watson 


CMA—Investment Consultants Market Investigation (2018) 
WTW—FTSE 350 DC Pension Survey (2019) 
IA—Investment Association Annual Survey (2018) 
PPF—Purple Book (2019) 

IPE—The UR’s biggest asset managers (2019) 
LGPS—Local government pension scheme (2020) 


EBRI—Putting Numbers to the Shifting Retirement 
Landscape, Fast Facts (2020) 

EBRI—EBRI Issue Brief no. 456: IRA Balances, Contribu- 
tions, Rollovers, Withdrawals, and Asset Allocation, 2016 
Update (2018) 

EBSA—Private Pension Plan Bulletin, Public Plans Database 


(2018) 

ICI—ICI Research Perspective, Vol. 25, No. 10 (December 
2019) 

ICI—ICI Quarterly Retirement Market Data (Second 


Quarter 2019) 

ICI—ICI Research Perspective, Vol. 24, No. 10 (December 
2018) 

The BrightScope/Investment Company Institute—Defined 
Contribution Plan Profile: A Close Look at 401(k) Plans 
(2016) 

Milliman—Corporate Pension Funding Study (2019) 
Callan—DC Trends Survey (2019) 

Influence Map—Asset Managers and Climate Change— 


How the sector performs on portfolios, engagement and 
resolutions (2019) 
P&I—The Largest Money Managers (2019) 


WTW—Global Pension Assets Study (2020) 


e Mercer WTW—tThe world’s largest 500 fund managers (2019) 

° PRI Mercer—Melbourne Mercer Global Pension Index (2019) 
PRI—Signatory database—internal database of signatory 
organizations and their assets under management based on 
annually reported information 

Notes 


1. We use the OECD term ‘private retirement system’ which includes retirement 
plans and pension schemes that are not part of the social security or other statuto- 
ry pension program administered by the government—private pension schemes 
and retirement plans may be administered directly by an employer acting as the 
plan sponsor, by a private sector pension provider or other financial institution. 


. PRI membership is a commitment to implement the six principles, including ESG 


incorporation, active ownership, and the annual public disclosure of information 
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to document progress; this also entails a requirement to meet certain minimum 
requirements related to governance and implementation. 

3. Data from the UK pension authorities do not allow the separation of DB and DC 
trust-based workplace assets to determine PRI signatory coverage. 

4. Most new members of private sector workplace DC plans are automatically 
enrolled into the default option, which is likely to be a Target Date Fund (TDF) 
or other balanced strategy; 21 percent of 401(k) assets are in TDFs, rising to 
49 percent of the assets of recently hired participants in their 20s. 

5. A planned merger between the two firms was announced in 2020. 
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Chapter 10 


How the Norwegian SWF Balances Ethics, 
ESG Risks, and Returns 


Anita Margrethe Halvorssen 


A decade and a half ago, Lord Nicholas Stern characterized climate change 
as ‘the greatest market failure the world has ever seen’ (Stern 2006: viii). We 
are slowly beginning to see the market address this failure, as a wide range of 
actors increasingly realizes that we need to internalize the greenhouse gas 
(GHG) externalities generated by burning fossil fuels. Many market actors 
now recognize what most scientists have known for decades: that the atmo- 
sphere does not have an infinite capacity to absorb GHGs without leading to 
catastrophic heating of the planet. Without actually reducing GHGs, we will 
not achieve the Paris Agreement’s target of limiting global warming to below 
2 degrees Celsius above pre-industrial levels (preferably, 1.5 degrees Cel- 
sius) (IPCC 2018), to avoid the worst of the climate change impacts (Paris 
Agreement 2015). 

Stern’s statement (2006: vi) that ‘the benefits of strong and early action 
far outweigh the economic costs of not acting,’ is becoming more persua- 
sive as costly extreme weather events become increasingly common. The 
previous lack of renewable energy technology and its early high costs are 
no longer barriers to producing renewable energy, since the technology 
has been scaled up and its price has plummeted (IRENA 2021). Instead, it 
is more a question of the will to take climate action by politicians and other 
decision makers, including investors. 

As the impacts of climate change become more visible, it is slowly but 
surely being recognized as constituting a financial risk (Reuters 2021a). At 
the ExxonMobil annual shareholder meeting on May 26, 2021, the compa- 
ny was forced to fill three board seats with pro-climate nominees (Krauss 
2021). This was a strong manifestation that focusing on environmental, 
social, and governance (ESG) issues, and climate change risk management 
in particular, has become mainstream and that ‘the market has now caught 
up’ (Marsh and Kishan 2021). Furthermore, in their communique from the 
2021 annual meeting of the G7, the member states expressed support for a 
move toward ‘mandatory climate-related financial disclosures’ (G7 2021). 
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Sustainable development has become a legitimate concern for insti- 
tutional investors, be they private- or state-owned funds. This chapter! 
examines how the Norwegian sovereign wealth fund (SWF),” officially the 
Government Pension Fund—Global (GPFG), has evolved into a responsi- 
ble investor. It can serve as a model for other institutional investors if the 
GPFG, while remaining profitable, continues to move toward sustainable 
investment. In the context of climate change, this means the Fund has to 
follow the pathway set out in the International Energy Agency’s report, 
Net Zero by 2050 (IEA 2021), to make certain its investment portfolio sup- 
ports the goal of limiting the global temperature rise to 1.5 degrees Celsius 
(Flood 2021). 


Government Pension Fund—Global (GPFG) 


In the last 50 years, Norway has transformed the revenue from its oil and gas 
resources into financial assets, providing savings for present and future gen- 
erations. Formally established in 1990, the GPFG has managed to balance 
ethics and the high standards of ESG objectives with a steady investment 
return. The GPFG (also referred to here as the Fund) is the largest pension 
fund in Europe and the largest SWF in the world, now valued at over US$1.3 
trillion (NBIM 2021a). The Fund is a universal investor, holding diversified 
assets in the equity market with an average ownership participation of 1.5 
percent of around 9,000 listed companies in 70 countries (NBIM 2019a).° 
The GPFG also has investments in fixed income, real estate, and infrastruc- 
ture for renewable energy (NBIM 2020a: 24). The Fund is not allowed to 
invest in assets located in Norway (Ministry of Finance 2019, 9:1).4 

The GPFG was created to reduce the effects of volatile oil prices on the 
Norwegian economy, to support the long-term management of petroleum 
revenues, and to facilitate the government savings necessary to finance ris- 
ing public pension expenditures (Ethics Committee Report 2020).° The 
name of the Fund was changed in 2006 from the Petroleum Fund to the 
GPFG, to emphasize this focus. Unlike most pension funds, however, GPFG 
has no explicit pension liabilities. The Fund is well known for being the 
most transparent of its type (Caner and Grennes 2009). 

The GPFG is owned by the Norwegian people (Government Pension 
Fund Act 2005). The Norwegian Ministry of Finance establishes the overall 
investment strategy for the Fund based on the framework set by the Norwe- 
gian Parliament (‘Storting’), while operational management is delegated to 
the Central Bank (‘Norges Bank’) (Government Pension Fund Act 2005). 

The Fund is managed by Norges Bank Investment Management (NBIM), 
the asset management unit of Norges Bank (Government Pension Fund 
Act 2005).° The Ministry determines the Guidelines for Observation and 
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Exclusion from the Fund (also referred to as the Guidelines) that must be 
followed by an independent Council on Ethics when making recommenda- 
tions to exclude individual companies from the Fund or place them under 
observation (Ministry of Finance 2022). 

The goal of the GPFG is to invest the funds so as to achieve the 
highest possible return with an acceptable level of risk based on sound 
long-term management, contingent upon sustainable development (Gov- 
ernment Pension Fund Act 2005). The long-term investment horizon is 
meant to ensure that this wealth can benefit all generations (present and 
future), that is, intergenerational equity or justice between generations 
(Brown Weiss 1989: 17-18). The GPFG’s mandate specifically states that a 
‘good long-term return is considered to depend on sustainable econom- 
ic, environmental and social development as well as on well-functioning, 
legitimate and efficient markets’ (Norwegian Ministry of Finance 2019: 
1-3). 

Since receiving its first funds in 1996, the GPFG has gradually built the 
world’s largest single-owner global portfolio of listed companies, focused on 
diversifying its risk. The starting point for the Fund’s equity investments is 
the FTSE Global All Cap stock index, the benchmark index applied by the 
Ministry of Finance (NBIM 2020a: 39). In its first 21 years, GPFG saw an 
investment return averaging 1.1 percent per annum over the benchmark, 
with an excess return totaling 87 billion kroner (US$10 billion) (NBIM 
202 1b: 43). 

Drawing on the Graver Committee’s Report (Graver Committee 2003), 
the Storting approved a set of Guidelines for Observation and Exclusion 
from the Fund’ in 2004, based on a broad international and national (Nor- 
wegian) consensus reflecting fundamental ethics norms (Ethics Committee 
Report 2020). Essentially, the GPFG has two primary ethics obligations, to 
attain ‘a good return for future generations and, at the same time, to avoid 
being invested in companies that contribute to grossly unethical conditions’ 
(Ethics Committee Report 2020: 2). 


Active Investor and ESG 


Once the shares in companies are purchased by the GPFG, NBIM manages 
the Fund as an active and responsible investor: it seeks to reduce the long- 
term risks, recognizing the broader potential environmental and social con- 
sequences of company operations (NBIM 2020b: 67). As an active investor, 
NBIM uses several approaches to influence corporations. It exercises its 
ownership rights by setting standards, voting on shareholder proposals at 
the annual general meetings (AGMs), and engaging companies in dialogue 
(NBIM 2020b: 67). It also meets with regulatory authorities and collaborates 
with other investors. The NBIM may also divest from a company based on 
ESG risk assessments (NBIM 2020b: 85). 
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In 2007, NBIM began publishing some of the standards, specifically 
expectation documents, to inform companies how the Fund expects them 
to manage the environmental and social impacts of their company’s opera- 
tions, supply chains, and other activities. These investor expectations align 
closely with the UN Sustainable Development Goals (NBIM 2021a). Sev- 
en expectation documents are made public: Climate Change, Children’s 
Rights, Human Rights, Water Management, Ocean Sustainability, Anti- 
corruption, and Tax and Transparency. These disclosure documents aim 
to promote positive changes on sustainability issues. The expectation docu- 
ment on climate change, for instance, requires companies to consider the 
possible transition and physical risks and opportunities that climate change 
represents, by integrating these elements into their corporate policy, strate- 
gy, risk management, and reporting (NBIM 2021c). This approach is in line 
with the recommendations of the Task Force on Climate-related Financial 
Disclosures (TCFD 2017: 22). In response to the expectation documents, 
companies are to self-report on their GHG emissions and the actions they 
take to address climate change (NBIM 2020c: 59). 

As part of exercising its ownership rights, in the last year alone, NBIM 
attended nearly 3500 company meetings, voted at over 11,000 shareholder 
meetings (NBIM 2020b: 47), and now publicizes its intended vote five days 
before the meetings take place (NBIM 2020c).® It also gives an explana- 
tion in cases where it disagrees with a board’s recommendation. NBIM has 
published voting guidelines and principles which are available on its web- 
site (NBIM 2021e). At Chevron’s AGM, the Fund supported the shareholder 
proposal over the board’s objection, calling for the company to reduce emis- 
sions from its products (both upstream and downstream) (NBIM 2021f). 
This action correlated with the expectation document NBIM has published 
on climate change (NBIM 2021c: 3). 

The Fund engages in dialogue with both large companies and those that 
are weakest on disclosing ESG issues. Because of its relatively large owner- 
ship in any one company, the GPFG has much easier access to the board 
and management of a company compared to other small shareholders and, 
as such, it may influence company behavior. 


Environment-related investment mandates 


As part of the GPFG’s investments, the Ministry of Finance introduced 
environment-related mandates in 2009 (NBIM 2020b: 37). These are ear- 
marked for eco-friendly assets or technology that is expected to yield indis- 
putable environmental benefits, such as low-emission energy, clean energy, 
improving energy efficiency, carbon capture and storage, water technolo- 
gy, and the management of waste and pollution (NBIM 2020b: 36). The 
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Fund’s environment-related equity mandates promote sustainable compa- 
nies ahead of others in the investment universe, which could be interpreted 
as a form of positive screening. In 2020, the GPFG invested in 98.9 billion 
Norwegian kroner (US$11.8 billion) in environmental investments (NBIM 
2020c), which generated a 34.3 percent return on this portion of the total 
equity portfolio. 

Recently, the Fund added unlisted renewable energy infrastructure 
projects to the environmental mandate. With the new mandate in place, the 
Fund can now make investments that promote the use of renewable energy 
around the world. NBIM has published a guidance document for its invest- 
ment partners and asset managers, outlining its approach to the responsible 
management of unlisted renewable energy infrastructure (NBIM 2021g). 
Last April, the Fund bought its first unlisted energy infrastructure, specif 
ically 50 percent of the Offshore Wind farm (off the coast of the Nether 
lands), for around US$1.63 billion. The other half is owned by the Danish 
company Ørsted, which will continue as the operator (Frangoul 2021). 


ESG risk-based divestment 


In order to reduce its exposure to unacceptable risk, the GPFG integrated 
environmental, social, and governance issues into its financial risk manage- 
ment (NBIM 2020c: 82). In addition, the Fund developed a strategy for 
risk-based divestments in 2010 (NBIM 2020b). As part of being a respon- 
sible investor, the GPFG may divest from companies where it sees elevated 
long-term risks, that is, companies that impose substantial costs on other 
companies and society as a whole and are not considered long-term sustain- 
able (NBIM 2020b: 26). Hence, these are deemed financial risks, not ethics 
risks. Examples of activities that are unsustainable are business models that 
do not conform to prevailing technological, regulatory, or environmental 
trends (NBIM 2020b). The GPFG chooses not to invest in these companies. 
Risk-based divestment is one way to allocate capital to companies with more 
sustainable business models (NBIM 2020b). 

This is a dynamic approach that is evolving over time. The Fund identifies 
relatively small companies in the portfolio whose business models are not 
sustainable given their high environmental (e.g., high carbon emissions) 
or social risks, and where other actions are not considered suitable (NBIM 
2020b) . By divesting from them, the GPFG has reduced its exposure to unac- 
ceptable risks (NBIM 2021h). It has carried out 282 risk-based divestments 
since it began this practice in 2012 (NBIM 2020a). For instance, GPFG has 
divested from coal (Carrington 2015), palm oil, and soy producers (oper- 
ating in areas of tropical deforestation), as well as oil and gas producers 
(upstream only) (NBIM 2020b). The Fund is not required to explain its 
rationale for risk-based divestments, but it is transparent about the criteria 
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it uses for these decisions (NBIM 2020b). The GPFG does not publish which 
companies it has divested from, however the list of companies in which it has 
invested, and its holdings in them, are publicly accessible (NBIM 2020b). 


Guidelines for Observation and Exclusion 
from the Fund 


The GPFG is renowned for its Guidelines for Observation and Exclusion 
from the Fund.’ Some nations hosting SWFs worried that the investment 
decisions by SWFs would be made for political or strategic reasons, rather 
than strictly financial or economic ones (Backer 2009). Hence, there were 
calls to have special regulations for SWFs. The international community 
responded by agreeing to the Generally Accepted Principles and Practices 
(GAPP), often referred to as Santiago Principles (GAPP 2008). These prin- 
ciples allow for considerations other than economic and financial ones, as 
long as they are clearly set out in the investment policy and made public 
(GAPP 2008: Princ.19.1).!° 

The GPFG is the world’s largest investor that uses ethics assessments 
(Nystuen et al. 2011). The independent Council on Ethics recommends 
exclusion or observation of individual companies (not countries), for 
breach of fundamental ethics principles as stipulated in the Guidelines for 
Observation and Exclusion from the Fund (Ministry of Finance 2022). The 
Executive Board of Norges Bank makes the final decision on whether any 
given company should be excluded, placed under observation, or addressed 
using active ownership (e.g., dialogue). 

The Guidelines are meant to ensure that the Fund avoids making invest- 
ments which constitute an unacceptable risk of contributing to a violation 
of fundamental ethics principles. There is a high threshold for the use of 
exclusions, and a high probability of future violations is required (NBIM 
2020b). The Fund is not meant to be a political tool. The product-based cri- 
teria of the Guidelines encompass production of tobacco, certain kinds of 
weapons (e.g., cluster bombs), or companies with operations based on coal 
(NBIM 2020b). This is considered negative screening. The conduct-based 
criteria (acts or omissions) encompass serious violations of human rights, 
individuals’ rights in armed conflict, gross corruption, severe environmen- 
tal damage, and unacceptable greenhouse gas emissions (on an aggregate 
company level) (Ministry of Finance 2022). 

GPFG is the only institutional fund in the world whose Council on Ethics 
publishes thorough explanations for its recommendation to exclude com- 
panies or place them under observation (Council on Ethics 2020a). The 
recommendation is given to the Executive Board of Norges Bank which 
makes the final decision. These are specific to each individual company. 
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Since 2004, this negative screening has led to a total of 148 exclusions 
(NBIM 2020b). 

Using the product-based coal criteria, the Executive Board of Norges 
Bank has also excluded thermal coal mining companies (or those with 
considerable coal-related operations) on its own initiative without a recom- 
mendation from the Council on Ethics (NBIM 2020b: 97). Since 2002, 73 
coal companies were excluded from the Fund and 17 were placed under 
observation (NBIM 2020b: 25). 

The Council on Ethics first applied the conduct-based climate exclusion 
(for unacceptable greenhouse gas emissions) in 2020. Four Canadian com- 
panies with a substantial output of oil from oil sand resources were excluded 
(Council on Ethics 2020b). 

There is some overlap between the exclusions recommended by the 
Council on Ethics and responsible investment practices carried out by 
NBIM. By exercising its ownership rights (e.g., dialogue, voting), NBIM 
contributes to compliance with respect to the criteria in the Guidelines, 
against which the Council on Ethics assesses companies in the Fund’s port- 
folio (Ministry of Finance 2022). This leads to a gradual decrease in the 
number of companies that warrant exclusion from the Fund (Ministry of 
Finance 2022). The complementary relationship between NBIM’s responsi- 
ble management activities, for example use of expectation documents, and 
the Council on Ethics’ application of the Guidelines is particularly evident 
in the climate area, and it shows the importance of a holistic approach. 
The various measures addressing climate change can reinforce each other 
(NOU 2020: 7). 


Challenges 


Some finance experts believe that the GPFG could be better managed if 
the overall strategy were overseen by an independent board rather than a 
team of bureaucrats at the Ministry of Finance. For instance, Kapoor (2017) 
claims that the current structure causes the Fund to lose greater money- 
making opportunities. Nevertheless, since the Fund is the ‘savings account’ 
owned by the Norwegian people, it must maintain political backing; accord- 
ingly, major changes to the GPFG’s overall investment strategies must be 
made by the Ministry of Finance and presented to the Storting before being 
implemented by Norges Bank (Government Pension Fund Act 2005). All of 
this, of course, takes time. 

This process played out in the case of approving investments in unlisted 
renewable energy infrastructure mentioned above. By the time the mandate 
was amended, the assets being considered had become too expensive 
(Taraldsen 2021). 
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In the context of climate change, the road has been a long one. As an 
example, in 2014, the ruling parties in the Storting agreed to study whether 
to exclude coal, oil, and gas from the Fund. By 2016, after first being turned 
down in Parliament, the GPFG was able to add certain coal producing 
companies to its list of product-based exclusions in the Guidelines for Obser- 
vation and Exclusion from the Fund (Ministry of Finance 2022). In addition, 
it added climate change to the conduct-based criteria. Then, in 2018, the 
Fund excluded companies with substantial revenue from coal-fired power 
production from its investment universe. Furthermore, in 2019, the Fund 
did the same with companies which exclusively explored and produced oil 
and gas (NBIM 2020b). 

With regard to investments, Nicolai Tangen, the CEO of NBIM, has said 
that the Fund will continue to track the reference index, but ‘should be 
more selective when choosing stocks’ (Reuters 2021b). He also said that 
‘NBIM can do more on negative selection, get rid of things which are bad’ 
(Reuters 2021b). Accordingly, the GPFG will begin screening all new com- 
panies in which the Fund invests (about 500-600 per year), not just the large 
ones, even if they are included in the index. By running them through an 
automated data system (a ‘washing machine’ of sorts), the Fund will weed 
out the companies that are unsustainable (Langved 2021). This could be an 
improvement over the current approach. 

In addition, the Storting has approved the Ministry of Finance’s recom- 
mendation to reduce the number of companies in which the GPFG invests 
(especially the smaller ones), from around 9,000 companies down to 6600 
(Milne 2021). This could save costs and likely make the Fund more manage- 
able, increasing its ability to follow its investments more closely (Katz 2021). 
Since the smaller companies targeted for divestment amount to only 2 per- 
cent of the Fund’s value, divesting from them would have little effect on the 
Fund’s diversity (Katz 2021). 

Critics have called for the Fund to change its mandate in order to utilize 
positive screening at the front end, being proactive by not investing in com- 
panies which overlook ESG issues (Rapp Nilsen et al. 2019). The 2020 report 
from the committee reviewing the Guidelines for Observation and Exclu- 
sion from the Fund stated that there were no suitable indices for a filtering 
or a rule-based delimitation of investments toward countries or industries 
(Ethics Committee Report 2020: 6). Furthermore, positive screening could 
worry some host nations as to whether the Fund, a SWF, was going beyond 
its stated financial objective and moving into politics (Backer 2009). 

Another approach could be that the Fund continues being a univer- 
sal investor yet uses its new method of weeding out ‘bad’ companies once 
they are bought, as mentioned above. Since the GPFG considers climate 
change and other ESG issues as financial risks, it is already strengthening its 
sustainable investments. 
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Several additional changes might be beneficial, such as increasing its staff 
at the Council on Ethics and allowing the Guidelines for Observation and 
Exclusion from the Fund to be implemented more forcefully to exclude 
more of the high GHG emitters from the investment universe, rather than 
focusing only on the worst ones. This would clearly demonstrate that such 
behavior is no longer acceptable in the transition to a green economy. 


IEAS report: net zero by 2050 


On May 18, 2021, the IEA (2021) announced that the energy industry must 
put a stop to all new fossil fuel production projects beginning this year if 
global CO, emissions are to reach net zero by 2050, thereby limiting the 
rise in global temperature to 1.5 degrees Celsius. Furthermore, the agency 
set out clear milestones for what needs to happen, and when, to ‘transform 
the global economy from one dominated by fossil fuels into one powered 
predominantly by renewable energy like solar and wind’ (IEA 2021: 3). This 
report has major implications for all market actors. It also states that ‘net 
zero means a huge decline in the use of fossil fuels,’ reducing the amount 
from four-fifths to one-fifth of the total energy supply by 2050 (IEA 2021: 
18). 

As the world now starts to get more serious about transitioning to renew- 
able energy, which will entail a sharp drop in fossil fuel demand, investors 
can avoid investing in companies with potentially ‘stranded assets’ by steer- 
ing clear of energy companies that are not taking climate change into 
account. The GPFG has already taken steps in this direction, adding coal 
companies to its product-based exclusion criteria. It has also added unac- 
ceptable GHG emissions to the conduct-based exclusion criteria of its 
Guidelines and divested from companies that exclusively explore and pro- 
duce fossil fuels—the upstream companies—to reduce the total oil price 
risk to the Norwegian economy (NBIM 2019b). 

Another step the GPFG can take on the path to net zero is to exercise its 
ownership rights to ‘urge’ fossil fuel companies, both upstream and down- 
stream, to speed up their transition to predominantly renewable energy 
production. 

The financial climate risk management approach will also need to be 
aggressively used, engaging with companies that are not reporting on their 
climate change efforts in accordance with the NBIM’s expectation docu- 
ment. If the companies then fail to take action on climate change, they will 
be divested, as they no longer have a sustainable business model. This may 
require a change in the management mandate to allow for greater flexibility 
to divest also from the larger companies. 
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Voting on shareholder proposals is also an important tool of active 
ownership, as seen in the case of the ExxonMobil shareholder meeting men- 
tioned above. In line with its stated goal of maintaining transparency, the 
Fund could explain why it did not support the seating of three pro-climate 
change nominees on Exxon’s board (Fixsen 2021; NBIM 20211), especial- 
ly as a majority of the shareholders supported this shareholder proposal, 
including other large funds such as BlackRock and the California Pub- 
lic Employee Retirement System (CalPERS). This heightened transparency 
would provide more insight into how the voting principles of the GPFG 
are implemented (NBIM 2021d). NBIM could then decide if the principles 
or their implementation need to be adjusted, to move farther away from 
business as usual and transition more quickly to the green economy.'! 

The environmental mandate, which has led to profitable investments, 
should be a sector targeted for much stronger growth, especially since this, 
together with the unlisted renewable energy infrastructure, is hugely impor- 
tant as a funding mechanism on the path toward a green economy with the 
goal of net zero by 2050. 


More diversification 


Nicolai Tangen has also talked about diversifying the Fund’s leadership 
group, increasing the number of women (NBIM 2020d). As the GPFG con- 
tinues to develop as a responsible pension fund, so too must its expertise 
shift to include more experts on environmental (climate change, etc.) and 
social issues (human rights, etc.). If the Fund intends to act in support of 
the goal of net zero by 2050, then the sustainability focus must be expanded 
at NBIM so that every portfolio manager picking new investments and man- 
aging those already held, sees climate change risk as a red flag, as important 
as the financial health of a company. 


Conclusion 


The Norwegian GPFG is considered a responsible investor, using its Guide- 
lines for Observation and Exclusion from the Fund and its focus on ESG 
issues in the management of its investments, while remaining profitable. 
This chapter has examined the GPFG with its varied approaches to ethics 
and ESG issues. There is no doubt that the Fund has taken steps to support 
sustainable development, yet there is still more to be done. This system will 
become a good model for other institutional investors, if it continues evolv- 
ing in the direction the IEA report sets out. With a successful transition, by 
2050 the GPFG will be a major player in the effort to reach the goal of net 
zero emissions. This will be critical in limiting global warming to 1.5 degrees 
Celsius and avoiding the worst impacts of climate change. 
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Notes 


1. This chapter builds on Halvorssen (2011). 

2. Sovereign wealth funds (SWFs) are special purpose investment funds or arrange- 
ments that are owned by the general government. See Santiago Principles (GAPP 
2008: 3). 

3. The Fund’s shares in a listed company cannot surpass 10 percent (NBIM 2021b). 

4. To avoid the ‘Dutch Disease’ that would occur if the economy were flooded with 
oil money. 

5. The Fiscal Rule (‘handlings regelen’) was introduced to limit the amounts of 
funds transferred from the GPFG to the national budget to no more than 4 
percent (3 percent after 2017) (NBIM 2019b). 

6. The new CEO of NBIM is a Wharton alumnus—Nicolai Tangen (hired 2020), a 
Norwegian who was head of a London-based investment fund. 

7. In 2017, the name of the Guidelines was changed from Ethical Guidelines to 
Guidelines for Observation and Exclusion from the Fund. 

8. This is done in the interests of transparency for the companies and shareholders 
(NBIM 2020b). 

9. Referred to as the ‘Gold Standard’ by the EU Commissioner (VG 2008). 

10. Backer (2009: 108) argues that this disclosure could suggest that such deviation 
might open that fund to special regulation. 

11. On another management recommendation to reject a shareholder proposal, the 
GPFG voted for the shareholder proposal entitled ‘Report on Corporate Climate 
Lobbying Aligned with Paris Agreement’ (NBIM 2021f). This was a positive move. 
For many years, fossil fuel companies have lobbied to block or delay governments’ 
action on climate change. This proposal would counter such lobbying. 
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